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THE  EFFECT  OF  RISING  INTEREST  RATES  ON 
THE  HOMEBUILDING  INDUSTRY 


WEDNESDAY,  MAY  4,  1994 

U.S.  Senate, 
Committee  on  Banking,  Housing,  and  Urban  Affairs, 

Subcommittee  on  Housing  and  Urban  Affairs, 

Washington,  DC. 

The  Subcommittee  met  at  10:08  a.m.,  in  room  SD-538  of  the 
Dirksen  Senate  Office  Building,  Senator  Paul  S.  Sarbanes  (Chair- 
man of  the  Subcommittee)  presiding. 

OPENING  STATEMENT  OF  SENATOR  PAUL  S.  SARBANES 

Senator  Sarbanes.  The  Subcommittee  will  come  to  order. 

We're  very  pleased  to  welcome  this  morning  before  the  Housing 
Subcommittee,  Tommy  Thompson,  president  of  the  National  Asso- 
ciation of  Home  Builders,  and  Kent  Colton,  the  executive  vice  presi- 
dent of  the  Home  Builders,  to  discuss  the  impact  of  rising  interest 
rates  on  the  homebuilding  industry. 

We're  also  very  pleased  to  have  with  us  John  Satagaj,  president 
of  the  Small  Business  Legislative  Council,  representing  a  coalition 
of  almost  100  small  business,  trade,  and  professional  associations. 

Yesterday,  the  Small  Business  Legislative  Council  released  a 
survey  of  its  members  with  respect  to  monetary  policy  pursued  by 
the  Federal  Reserve.  Those  results  seem  relevant  to  this  hearing 
and  we  asked  Mr.  Satagaj  and  the  council  if  they  could  come  and 
testify,  and  we're  very  pleased  that  he  was  able  to  be  here  with  us 
this  morning. 

I  want  to  make  some  opening  comments  and  then  I'll  yield  to 
Senator  Bond,  of  course.  Then  we'll  go  to  the  witnesses. 

Mr.  Satagaj,  I  understand  that  you're  under  some  time  con- 
straints, and  we'll  certainly  try  to  honor  that. 

Mr.  Satagaj.  Thank  you.  I  appreciate  it,  Mr.  Chairman. 

Senator  Sarbanes.  In  fact,  I  think  we'll  probably  let  you  give 
your  statement  first  in  light  of  that. 

Mr.  Satagaj.  Thank  you. 

Senator  Sarbanes.  The  Federal  Reserve  has  increased  short- 
term  interest  rates  three  times  over  the  past  3  months — on  Feb- 
ruary 4,  March  22,  and  April  18,  1994.  Despite  the  original  pre- 
dictions by  the  Federal  Reserve  Chairman,  Alan  Greenspan,  that 
actions  by  the  Federal  Reserve  raising  short-term  interest  rates 
would  result  in  stable  and,  indeed,  lowered  long-term  interest 
rates,  in  fact,  long-term  interest  rates  have  increased  sharply  over 
the  past  3  months. 

(1) 


The  rates  on  30-year  home  mortgages  have  increased  from  below 
or  about  7  percent  when  the  Federal  Reserve  began  to  raise  rates 
on  February  4,  1994,  to  roughly  8V2  percent  today. 

Now,  it's  often  argued  that  there's  a  lag  time  between  the  deci- 
sion of  the  Federal  Reserve  to  raise  interest  rates  and  its  impact 
on  the  real  economy.  We  keep  hearing  that.  They  have  to  take 
them  on  now  in  terms  of  anticipating  what  the  economic  situation 
will  be  like  9  months  or  12  months  from  now. 

Well,  for  interest-sensitive  industries,  such  as  homebuilding,  for 
individuals  seeking  to  purchase  homes,  for  small  businesses  bor- 
rowing and  paying  money,  the  impact  can  be  immediate. 

That's  one  of  the  things  we  want  to  explore  this  morning.  In  fact, 
I  understand  the  National  Association  of  Home  Builders  has  al- 
ready lowered  its  forecast  for  housing  starts  for  1994  and  in  1995, 
and  those  lowered  projections  are  based  on  the  assumption  that  the 
Fed  will  make  none  or  only  small  further  adjustments,  and  that 
mortgage  rates  may  actually  decrease  this  year. 

If,  in  fact,  it  continues  stair-stepping  the  rates,  and  the  long-term 
rates  continue  to  rise  in  parallel,  the  outlook  for  the  industry  will 
be  much  worse. 

Now,  we'll  be  hearing  from  Mr.  Thompson,  who  is  a  builder  in 
Kentucky,  about  a  specific  project  that  he  had  planned  to  put  into 
construction  that  has  been  impacted  by  these  rising  interest  rates. 

In  fact,  I  understand  the  NAHB  estimates  that  a  1  percentage 
point  increase  in  mortgage  rates  knocks  about  4  million  potential 
homebuyers  out  of  the  market  for  medium-priced  homes. 

Now  the  thing  that  I  find  very  perplexing  about  the  current  con- 
duct of  monetary  policy  by  the  Federal  Reserve  is  that  it's  taking 
place  in  an  environment  in  which  there  appears  to  be  little  sign  of 
inflation.  Let  me  just  touch  very  quickly  on  that  point. 

The  U.S.  economy  had  lower  inflation  in  the  last  year  than  at 
any  time  in  the  last  three  decades.  Consumer  prices  are  up  only 
2V2  percent  over  the  past  12  months,  the  best  performance  since 
the  early  1960's,  except  for  1986,  when  oil  prices  collapsed. 

The  Producer  Price  Index  for  finished  goods  is  up  just  two-tenths 
of  a  percent  over  the  last  12  months.  It  s  shown  no  upward  pres- 
sure since  late  1990. 

Unit  labor  costs  increased  only  eight-tenths  of  a  percent  last 
year.  Wage  and  benefit  growth  has  only  matched  inflation,  so  that 
real  compensation  per  hour  has  not  increased  at  all.  The  low  level 
of  wage  pressure  has  been  accompanied  by  a  1.9  percent  increase 
in  productivity  over  the  past  year. 

The  unemployment  rate,  at  6.5  percent  in  March,  is  still  above 
the  level  at  which  hourly  pay  would  be  expected  to  start  increasing, 
and  there  are  a  large  number  of  people  working  part-time  who 
want  full-time  work  that  help  to  keep  the  labor  market  slack. 

Capacity  utilization  in  manufacturing  remains  at  moderate  lev- 
els. Foreign  competition,  more  intense  today  than  ever  before,  is 
keeping  a  damper  on  both  wages  and  prices  in  the  U.S.  market. 

Economic  growth  in  the  first  quarter  of  this  year  was  only  2.6 
percent,  lower  than  many  had  predicted  and  a  very  sharp  drop-off 
from  the  7  percent  growth  in  the  fourth  quarter  of  last  year. 

Finally,  some  have  been  arguing  that  the  Federal  Reserve  should 
move  the  Federal  fund  rates  into  a  neutral  position,  as  indicated 


by  historical  norms  of  periods  with  modest  inflation.  This  ignores 
the  overall  context  of  the  economy,  and  particularly  the  fact  that 
the  Congress  is  following  a  very  tight  fiscal  policy,  a  restrictive  fis- 
cal policy. 

So  with  this,  by  way  of  examining  the  situation  generally,  I'm 
looking  forward  to  the  testimony  of  our  witnesses  this  morning. 

I'll  turn  to  Senator  Bond  first  for  his  opening  statement. 

OPENING  STATEMENT  OF  SENATOR  CHRISTOPHER  S.  BOND 

Senator  Bond.  Thank  you  very  much,  Mr.  Chairman.  I'm  looking 
forward  to  hearing  the  testimony  of  the  witnesses.  I'm  particularly 
pleased  to  have  present  an  old  friend,  Tommy  Thompson,  who  is 
president  of  the  National  Association  of  Home  Builders,  because  we 
agree  certainly  that  new  housing  construction  and  housing  sales 
are  the  engines  which  drive  our  Nation's  economy. 

The  production  of  housing  provides  tax  receipts  for  the  Govern- 
ment from  housing  sales,  income  tax  receipts  from  job  creation  as- 
sociated with  housing  construction,  and  a  continuing  base  for  prop- 
erty taxes.  So  homebuilding  and  housing  construction  are  really 
important  to  us. 

Now  I  know  there  are  concerns  that  the  Federal  Reserve's  mone- 
tary policy  is  beginning  to  result  in  higher  interest  rates.  These 
rates  will  constrict  the  housing  production  market  and  stall  the 
sale  of  both  new  and  existing  housing. 

I  hope  we  can  find  a  way  to  reinvigorate  the  production  and  sale 
of  housing. 

Nevertheless,  I'm  somewhat  concerned  today  that  there's  nobody 
here  to  provide  the  perspective  of  what  might  be  the  Federal  Re- 
serve on  rising  interest  rates.  And  since  Chairman  Greenspan  isn't 
here,  let  me  play  the  devil's  advocate  for  just  a  moment. 

The  Chairman  and  I  have  the  same  academic  background,  but 
we  must  have  taken  slightly  different  economics  courses  in  college 
because  I  always  understood  that  the  monetary  policy  pursued  by 
the  Federal  Reserve  could  affect  short-term  interest  rates. 

We  all  want  to  see  low-interest  rates.  But  probably  we  under- 
stand that  we  cannot  afford  the  negative  interest  rates  that  we  had 
in  the  late  1970's,  where  inflation  was  heating  up  and  almost  to- 
tally wrecked  our  economy.  That  came  about  because  monetary  pol- 
icy was  too  lax.  Everybody  wanted  low,  short-term  interest  rates. 
But  the  prospects  of  inflation  are  what  drives  long-term  interest 
rates  up.  And  to  be  able  to  sell  these  houses,  there  has  to  be  some 
assurance  that  long-term  interest  rates  will  not  be  going  through 
the  roof. 

So  it  is  possible  to  have  very  low,  short-term  interest  rates,  artifi- 
cially kept  low  by  monetary  policy,  and  long-term  interest  rates 
going  through  the  roof. 

I  had  the  opportunity  to  discuss  this  with  Treasury  Secretary 
Bentsen  not  too  long  ago.  I  believe  he  agreed  with  me  that  long- 
term  interest  rates  are  the  market's  judgment  on  the  prospects  for 
inflation  which  result  from  the  monetary  policy  which  directly  af- 
fects the  short-term  interest  rates,  international  trade,  and  trans- 
actions. As  we  have  been  talking  the  dollar  down,  the  dollar  has 
fallen  significantly  in  value  against  other  currencies.  That  is  a  sig- 
nal which  can  push  up  long-term  interest  rates. 


In  addition,  to  say  that  the  Congress  and  the  Administration 
have  done  something  about  fiscal  policy  is  to  whistle  through  the 
graveyard  when  we're  about  ready  to  step  into  an  open  grave. 

A  year  ago,  we  heard  about  a  big  tax  increase  that  was  going  to 
be  accompanied  by  a  significant  spending  cut  of  $300  billion  in 
health  care.  Well,  we  got  the  massive  tax  increases,  and  I  suspect 
that  many  of  the  homebuilders  who  are  organized  either  as  sub- 
chapter S  corporations  or  maybe  proprietorships,  will  find  that  the 
housing  construction  has  been  hurt  by  the  significant  increase  in 
individual  income  tax  rates. 

Moreover,  we  have  not  seen  the  delivery  on  cutting  spending. 
The  health  care  plan  from  the  Administration  that  was  proposed 
to  cut  $300  billion  out  of  spending  sometime  in  the  future  has  been 
estimated  by  CBO  to  increase  the  deficit  by  $74  billion.  And  I 
think,  frankly,  that  the  long-term  interest  rates  are  set  by  a  mar- 
ket which  is  smart  enough  to  know  there  has  not  been  fiscal  con- 
straint. 

We  have  had  an  economic  policy  of  increased  taxes,  but  also  in- 
creased spending.  If  that  isn't  a  good  signal  to  drive  up  long-term 
interest  rates,  I  don't  know  what  is. 

With  those  few  modest  comments,  Mr.  Chairman,  maybe  we  can 
hear  what  the  witnesses  have  to  say. 

Thank  you,  sir. 

Senator  Sarbanes.  Well,  I'm  anxious  to  do  that.  I  do,  as  a  con- 
tribution to  rational  discussion,  hopefully,  want  to  just  show  two 
charts  before  I  turn  to  the  witnesses. 

These  are  mortgage  interest  rates,  30-year  conventional.  This  is 
what  those  rates  were  the  week  of  February  4,  1994.  That's  the 
week  the  Fed  first  started  taking  up  interest  rates,  6.97  percent. 
And  up  there  at  the  top  is  what  it  is  the  week  of  April  22,  1994, 
8.49  percent. 

This  is  where  the  rates  were  running  prior  to  February  4,  1994, 
and,  as  you  can  see,  there  was  some  movement  up  and  down,  but 
within  a  fairly  tight  range.  Once  the  Fed  moved  on  February  4, 
1994,  on  the  short-term  rates,  the  long-term  rates  took  right  off. 
You're  going  right  up  the  cliff  there  to  8.49  percent. 

Now  what  that  means  for  the  young  couple  wanting  to  buy  a 
home — this  is  the  monthly  mortgage  payment  on  a  $100,000,  30- 
year  loan,  principle  and  interest.  Of  course,  a  $100,000  loan,  that's, 
in  most  parts  of  the  country,  not  a  very  expensive  home.  At  7  per- 
cent, your  monthly  payment  would  be  $666  a  month.  And  at  8y2 
percent,  which  is  roughly  what  we  just  saw,  it's  $769  a  month.  So 
the  monthly  payment  jumps  $103.  My  understanding  is  that,  for 
some  young  couples,  or  others  interested  in  buying  a  home,  that 
knocks  them  out  of  being  able  to  do  so. 

So  I  just  wanted  to  add  that  to  the  discussion. 

Now,  Mr.  Satagaj,  why  don't  we  hear  from  you  and  then  we'll 
turn  to  our  two  representatives  from  the  homebuilders. 

STATEMENT  OF  JOHN  S.  SATAGAJ,  PRESIDENT,  SMALL 
BUSINESS  LEGISLATIVE  COUNCIL,  WASHINGTON,  DC 

Mr.  Satagaj.  Well,  thank  you,  Mr.  Chairman.  I  appreciate  the 
opportunity. 


It  is  fortunate  timing  that  you  are  holding  this  hearing  given  the 
activities  of  the  Joint  Economic  Committee  in  the  last  couple  of 
days  and  our  own  activity  regarding  the  policies  of  the  Federal  Re- 
serve. I'm  glad  to  have  the  opportunity  to  come  up  here  and  share 
the  results  of  the  information  that  we  released  yesterday. 

Obviously,  our  concerns  are  somewhat  broader  than  those  you 
have  before  you  today  in  terms  of  the  impact  on  mortgage  rates 
and  the  housing  industry.  We're  talking  about  small  businesses 
here.  We  represent  businesses  and  manufacturing,  retail,  distribu- 
tion, agriculture,  retail.  You  name  it,  we  have  business  associations 
amongst  our  membership.  And  we  did  indeed  go  out  and  ask  them. 
How  do  you  feel  about  what  the  Fed  is  doing  right  at  the  moment, 
and  where  should  we  go? 

The  first  clear  statement  that  I  can  make  is  that  they  were  rath- 
er emphatic  in  saying  that  they  disapprove  of  what  the  Federal  Re- 
serve is  doing.  It  was  a  very  clear  statement.  There  was  no  doubt 
about  the  trend,  and  that  they  were  both  very  concerned  and  dis- 
approved of  the  actions. 

When  you  look  beyond  that,  we  found  a  few  other  useful  insights. 
One  of  them  is  that  a  significant  minority  of  them  were  beginning 
to  say,  "You  know,  maybe  I'd  better  rethink  what  I'm  going  to  do 
about  hiring  plans  or  capital  acquisitions,  or  what  I'm  going  to  do 
to  continue  on  a  road  of  economic  recovery."  Nothing  specific  to  the 
point  of  saying,  "Yes,  I've  stopped.  We're  going  to  cut  back  jobs," 
but  clearly,  what  I  would  call  the  rethinking  mode:  "Maybe  I'd  bet- 
ter take  another  look  at  that  decision  to  put  three  or  four  more  peo- 
ple on." 

Second,  we  asked  them,  "Well,  what  about  the  impact  on  your 
customers?"  Now  these  are  businesses  that  are  selling  to  the 
consumer,  like  the  homebuilder,  as  well  as  business-to-business  in- 
dustries. 

And  what  we  found  is  a  fear  more  about  how  the  customer  is  re- 
acting than  they  are  themselves.  When  we  asked  them  that  ques- 
tion, they  said,  "Yes,  I  am  extremely  worried  about  the  impact  of 
what  the  Federal  Reserve  is  doing,  on  my  customer."  So  far,  every- 
thing looks  OK  The  customers  are  still  out  there.  But  looking 
down  the  road,  they  are  worried  about  the  customers. 

Interestingly  enough,  the  way  they  answered  that  question  is 
really  what  provided  us  with  a  clue  to  their  thinking.  A  lot  of 
times,  when  you  do  a  survey,  particularly  a  written  survey,  I  find 
amongst  small  businesses,  you  get  the  most  interesting  information 
if  you  look  at  what  they  noodled  in  in  the  margins. 

When  we  asked  about  the  consumer  or  the  customer,  they  said, 
"No,  it  hasn't  had  an  impact  yet."  But  consistently,  we  always 
found  the  words  written  in,  "not  yet,"  underlined  and  emphasized. 

And  what  we  found  in  this  pattern  is  tnat,  while  they  consist- 
ently disapprove  of  the  policies  of  the  Fed,  they  also  said,  "What 
the  Fed  has  done  to  date,  we  can  probably  swallow.  Whatever's 
been  done  to  this  point,  we're  taking  it  in  stride.  Yes,  we're  re- 
thinking the  hiring  and  our  customers  are  a  little  anxious,  but  we'll 
take  what  they've  done  because  we're  concerned  like  anybody  else 
about  inflation.  To  the  extent  that  this  is  a  little  bit  of  hedge,  we'll 
take  it  in  stride  if  it  helps."  But  we  don't  see  the  evidence  here. 
And  if  the  Fed  goes  any  further  with  this,  they're  going  to  jeopard- 


ize  the  economic  recovery  in  the  small  business  sector.  That  came 
across  very  clear. 

We  were  very  vocal  during  the  recession  about  what  was  needed 
to  help  small  business  out  of  the  recession.  We  spoke  frequently 
about  confidence  and  perception. 

Our  feeling  in  this  last  recession  was  that  it  was  different  than 
from  previous  recessions  in  how  it  was  fueled  and  self-perpetuated 
by  the  lack  of  confidence  by  both  the  business  owner  and  the 
consumer.  And  throughout  the  process,  particularly  about  offering 
solutions  to  the  recession,  we  talked  about  incentives  such  as  en- 
couraging the  buyer  to  buy  the  home,  the  business  to  go  out  and 
buy  some  new  equipment.  We  talked  about  direct-expensing,  some- 
thing that  Senator  Sasser  knows  from  way  back  in  the  early  1980's, 
about  encouraging  business  to  invest  through  incentives  providing 
for  direct  expensing.  So  the  recession  to  us  was  as  much  about  per- 
ceptions as  it  was  the  reality  of  the  numbers. 

We  see  the  same  thing  happening  with  this  economic  recovery. 
You  look  at  what  the  economists  are  saying.  They  say,  "We've  been 
out  of  the  recession  for  a  while." 

I  can  tell  you,  in  the  small  business  economy,  that  sense  of  opti- 
mism is  only  now  falling  into  place.  We're  just  beginning  to  see 
that  first  cautious  belief  that  "I  feel  a  little  better,  that  I'm  think- 
ing about  doing  the  hiring,  or  making  the  capital  acquisition." 

And  now  we  have  the  Fed  coming  out  and  saying,  hold  on,  Mr. 
Businessman.  This  is  what  it's  going  to  look  like  for  your  cus- 
tomer's mortgage  rates,  and  for  your  variable  rates. 

All  small  businesses  use  some  kind  of  line  of  credit  or  floor  plan 
which  is  tied  to  the  short-term  interest  rates.  It's  had  an  impact. 

And  so  we  find  ourselves  in  the  situation  that,  "OK,  Fed,  I  think 
we  can  handle  what  you've  done  up  to  this  point,  but  that's  it." 
Let's  let  the  economic  recovery  get  going  first  before  we  go  any  fur- 
ther in  addressing  inflation  because  we  don't  see  evidence. 

So  it's  a  very  short  statement  that  I  have  to  give  you  here  today, 
but  I  think  it's  a  very  direct  one.  We  found  very  strong  opinions 
amongst  our  membership  on  this.  I  appreciate  the  opportunity  to 
testify  before  this  Subcommittee  and  I'll  take  any  questions.  Again, 
I  apologize  for  my  short  time  constraints  here. 

Senator  Sarbanes.  Well,  we  understand  that.  I  think  we'll  hear 
from  the  other  two  and  then  we'll  direct  some  questions  to  you,  if 
there  are  any. 

Mr.  Satagaj.  ok. 

Senator  Sarbanes.  Whenever  you  have  to  go,  you  go  ahead. 

Mr.  Satagaj.  Right.  Thank  you,  Mr.  Chairman. 

Senator  Sarbanes.  Gentlemen,  we'd  be  happy  to  hear  from  you. 
Tommy,  please. 

STATEMENT  OF  THOMAS  N.  THOMPSON,  PRESIDENT,  NA- 
TIONAL ASSOCIATION  OF  HOME  BUILDERS,  WASHINGTON, 
DC 

Mr.  Thompson.  Senator,  thank  you.  My  name  is  Tommy  Thomp- 
son. I'm  the  president  of  the  National  Association  of  Home  Builders 
this  year,  and  also  the  president  of  Thompson  Homes,  Inc.,  which 
is  a  small,  family-owned  homebuilding  business  located  in 
Owensboro,  KY. 


Mr.  Chairman,  on  behalf  of  our  membership,  I  certainly  want  to 
thank  you  today  for  the  opportunity  to  testify,  and  particularly  for 
your  keen  interest  in  this  most  important  suDJect  because  not  only 
does  it  have  a  grave  impact  on  homebuilding  and  homebuyers,  but 
certainly  on  the  economy  as  a  whole  because  of  the  contributions 
that  this  industry  makes  to  the  economy,  as  you  pointed  out  ear- 
lier. 

Home  sales  normally  are  stimulated  to  some  degree  certainly 
when  mortgage  interest  rates  begin  to  rise  after  an  extended  down- 
swing as  fence  sitters,  as  we  call  them,  are  encouraged  to  enter  the 
market  before  rates  move  even  higher.  However,  this  positive  inter- 
est rate  effect  usually  runs  its  course  within  a  few  months  and  a 
sustained  interest  rate  increase  soon  becomes  a  powerful  depres- 
sant on  the  housing  sector. 

Indeed,  a  rate  hike  not  only  discourages  homebuying,  but  also 
causes  prior  home  sales  to  fall  through  when  buyers  without  inter- 
est rate  protection  discover  that  they  no  longer  qualify  for  the 
homes  at  the  time  of  settlement. 

Mr.  Chairman,  a  recent  survey  of  builders  that  we  conducted  in 
early  April  clearly  shows  the  net  negative  impacts  of  the  upswing 
in  interest  rates  since  early  this  year.  Although  some  builders  re- 
ported positive  effects  from  the  rise  in  rates,  the  overall  net  im- 
pacts clearly  were  negative  for  buyer  traffic,  home  sales,  housing 
starts,  and  settlements  and  we  specifically  show  that  in  the  attach- 
ment that  was  part  of  our  written  testimony. 

This  negative  effect  is  sure  to  strengthen  in  the  future,  even  if 
rates  do  not  move  higher  and  further  rate  increases  would  take  a 
heavy  toll. 

Now  my  own  experience  parallels  those  referenced  in  our  build- 
ers survey.  In  January,  I  had  a  number  of  homes  presold  in  two 
subdivisions.  One  subdivision  was  constituted  primarily  of  conven- 
tional buyers.  Another  one  was  primarily  first-time  buyers,  which 
would  be  FHAA^A  type  buyers. 

Now  these  homes  had  contracts  on  them  that  we  had  sold  back 
in  December  and  in  January  that  were  largely  propelled  by  the 
very  positive  and  productive  interest  rates  tnat  were  in  place  at 
that  time.  But  we  had  a  very  severe  winter  in  our  portion  of  Ken- 
tucky, not  unlike  a  lot  of  other  places  around  the  Midwest  and  the 
country  as  a  whole.  This  forestalled  our  construction  activities  and 
pushed  those  well  into  the  late  spring,  as  opposed  to  when  we  nor- 
mally would  have  started  them. 

Well,  with  that  happening,  the  Fed  then  moved,  as  we  all  know 
now,  in  February  and  March,  and  they  began  their  short-term  rate 
increases,  and  the  mortgage  rates  followed  that  precipitive  in- 
crease. 

My  prospective  buyers,  who  basically  bought  on  a  90-day  forward 
mortgage  contract,  found  it  increasingly  difficult  to  obtain  suitable 
financing  to  purchase  the  homes.  The  FHA  and  VA  homebuyers, 
who  were  the  first-time  homebuyers,  who  are  at  the  margin  of  af- 
fordability,  were  simply  priced  out  of  the  marketplace. 

Other  homebuyers  were  faced  with  the  prospect  of  finding  alter- 
native finaiicing  arrangements  or  scaling  down  in  the  size  or  the 
amenities  of  the  home  for  which  they  had  initially  contracted  and 
initially  needed  to  meet  their  housing  situation. 
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And  quite  candidly,  with  respect  to  the  FHA  and  VA  buyers,  we 
had  three  specific  buyers  in  our  first  home  subdivision  that  were 
absolutely  priced  out  of  the  ability  to  buy  and  just  will  not  now 
have  the  opportunity  to  own  a  new  home  that  they  so  looked  for- 
ward to. 

Single  family  housing  is  certainly  the  most  interest-sensitive 
component  of  the  United  States  economy  for  some  very  good  rea- 
sons. Home  purchases  ordinarily  are  financed  with  long-term  home 
mortgages  that  range  from  70  to  97  percent  of  the  purchase  price 
and  Government  mortgage  guarantee  and  insurance  programs  such 
as  FHA  and  VA,  as  well  as  private  mortgage  insurance,  help  house- 
holds borrow  portions  of  these  fiinds  needed  for  their  purchase. 

Since  home  purchases  are  long-term,  highly  leveraged  invest- 
ments, a  change  in  mortgage  interest  rates  translates  into  a  large 
change  in  the  monthly  payments  that  homebuyers  will  have  to 
meet.  An  increase  from  7  percent  to  8V2  percent,  as  you  so  vividly 
pointed  out  in  your  chart,  Mr.  Chairman,  definitely  portrays  this 
in  terms  of  the  monthly  payment  impact.  A  homebuyer  would  have 
to  pay  $103  more  per  month,  or  over  $1,200  more  on  an  annual 
basis  on  a  $100,000  loan. 

An  increase  in  interest  rates  prevents  some  homebuyers  from 
purchasing  the  quality  of  housing  they  otherwise  would  have  pur- 
chased or  they  need  to  meet  their  family  needs.  For  many  other 
people,  higher  interest  rates  actually  shut  the  door  to  home  owner- 
ship as  it  specifically  did  for  three  of  my  homebuyers  in  a  first-time 
homebuyer  subdivision  that  we  were  building. 

Higher  rates  mean  that  more  income  is  necessary  to  meet  quali- 
fying standards  set  by  mortgage  lenders.  The  primary  guidelines 
today  are  that  a  homebuyer  cannot  spend  more  than  28  percent  of 
their  income  for  monthly  payments  on  principle,  interest,  and  of 
course,  property  taxes  and  hazard  insurance.  Now  the  average 
property  tax  and  hazard  insurance  portion  is  about  3  percent,  so 
that  leaves  25  percent  of  their  monthly  income  that  can  go  toward 
the  mortgage  payment. 

NAHB  estimates  that  a  1-percent  increase  in  mortgage  rate  ren- 
ders 4  million  potential  homebuyers  ineligible  to  buy  the  medium- 
priced  home  under  today's  qualifying  criteria.  We  also  estimate 
that  roughly  180,000  of  these  renter  households  will  not  become 
owners  of  new  or  existing  homes  and  about  50,000  sales  of  new 
homes  would  actually  be  lost  at  the  margin. 

The  mortgage  rate  increase  will  also  cause  some  homeowners 
that  can  still  qualify  to  postpone  home  purchases  because  of  the 
uncertainty  as  to  their  cost. 

Now  the  positive  impact  of  falling  interest  rates  on  homebuying 
activity  has  been  substantial  in  current  housing  upswing  certainly 
until  this  recent  increase  in  rate.  The  rate  increase  definitely  will 
limit  rent-to-own  shifts  that  has  been  taking  place  with  great  speed 
over  the  last  year  and  a  half. 

The  proportion  of  households  who  own  their  own  homes  fell  fi-om 
1980  to  1985,  I'd  want  to  note,  and  remained  stalled  at  around  64 
percent  for  7  years.  The  1993  home  ownership  rate  of  64 V2  percent 
is  the  first  real  increase  in  13  years.  And  the  IV2  percent  interest 
rate  increase 


Senator  Sasser.  That  occurred  in  1993?  Did  you  say  1993,  Mr. 
Thompson? 

Mr.  Thompson.  Yes,  sir,  in  1993.  It  went  up  to  64V2  percent, 
which  is  the  first  real  increase  in  13  years.  This  IV2  percent  in- 
crease now  that  the  Chairman  pointed  out  in  his  graph  that  has 
taken  place  certainly  has  contributed — excuse  me — rather,  the  IV2 
percent  decline  that  we  had  in  that  period  between  1992  and  1993 
that  ^ot  the  rates  down  below  7  percent,  as  recent  as  October  1993, 
certamly  had  significant  bearing  on  this  improvement. 

There  is,  however,  plenty  of  room  for  significant  gains  in  home 
ownership  rate  and  in  the  ability  of  young  renter  households  to  af- 
ford their  own  homes  if  mortgage  rates  can  be  lowered  from  their 
current  elevated  level. 

The  stalled  home  ownership  rate  was  a  result  of  deferral  of  home 
purchases  by  many  young  people  in  the  large  baby  boom  segment 
that  was  working  its  way  through  our  economy.  Between  1989  and 
1992,  the  ownership  rate  for  households  with  heads  who  were  35 
years  old  fell  9  percentage  points  and  rates  for  those  40  to  45  years 
old  fell  5  percentage  points. 

If  households  with  heads  under  45  were  simply  to  regain  their 
lost  ground,  i.e.,  if  the  1980  rates  of  home  ownership  adjusted  for 
change  in  family  types  were  achieved,  then  there  would  be  about 
2  million  more  homeowners  in  the  United  States  today. 

And  finally,  Mr.  Chairman,  looking  at  the  short-  and  long-term 
economic  impacts  of  homebuilding  for  this  economy,  the  production 
of  housing  generates  a  number  of  jobs  and  wages,  as  well  as  a  tre- 
mendous amount  of  tax  receipts  for  Federal,  State  and  local  gov- 
ernments. 

The  National  Association  of  Home  Builders  estimates  that  a  pro- 
duction of  an  average  new  single  family  home  requires  2.1  labor- 
years  of  employment  and  generates  $44,000  in  wages.  Production 
of  this  one  home  also  generates  some  $16,000  in  Federal  tax  reve- 
nues and  $6,500  in  tax  receipts  for  State  and  local  governments. 
Furthermore,  the  homebuyers  become  part  of  the  property  tax  base 
for  many  years. 

More  and  better  housing  also  provides  economic  returns  over  a 
long  period  of  time.  The  stock  of  owner-occupied  housing  produces 
housing  services  that  are  consumed  year  after  year  by  our  Nation's 
homeowners  and  this  so-called  space  rent  averages  about  7  percent 
of  the  gross  domestic  product. 

Thus,  higher  interest  rates  that  are  generated  by  an  overly  re- 
strictive monetary  policy  will  not  only  immediately  reduce  the 
highly  interest-sensitive  residential  fixed-investment  component  of 
GDP,  but  also  will  prevent  the  creation  of  productive  capital  that 
would  contribute  to  the  Nation's  economic  output  and  well-being 
far  into  the  future. 

I  appreciate  the  opportunity  to  make  these  comments  and  cer- 
tainly would  be  looking  forward  to  your  questions. 

Senator  Sarbanes.  Well,  thank  you  very  much  for  a  thoughtful 
statement. 

I  want  to  make  explicit  that  the  stimulus  to  the  economy  from 
the  homebuilding  sector  is  not  only  the  building  of  the  houses 
themselves,  but  then  the  production  of  all  the  things  that  go  into 
the  houses.  So  it  ripples  out  into  many  of  these  otner  businesses 
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because  then  you're  talking  about  refrigerators  and  stoves  and  fur- 
niture and  carpeting  and  so  forth  and  so  on.  That's  all  part  and 
parcel  of  a  new  home.  So  it's  not  only  what  the  homebuilders  do, 
but  also  all  the  people  who  work  in  the  industries  that  put  the 
things  into  the  new  house. 
Mr.  Colton. 

STATEMENT  OF  KENT  W.  COLTON,  EXECUTIVE  VICE  PRESI- 
DENT, NATIONAL  ASSOCIATION  OF  HOME  BUILDERS,  WASH- 
INGTON, DC 

Mr.  Colton.  Thank  you  very  much. 

My  name  is  Kent  Colton.  I'm  the  executive  vice  president  of  the 
National  Association  of  Home  Builders  and  I'm  very  pleased  to  be 
here  with  Tommy  Thompson,  our  president,  to  represent  the 
170,000  member  firms  and  over  6  million  employees  that  are  part 
of  those  firms. 

I  also  want  to  join  others  in  congratulating  Senator  Sarbanes  on 
his  leadership  in  holding  this  hearing  and  his  concern  about  inter- 
est rates  and  their  impact  on  the  economy  and  obviously  appreciate 
the  concern  the  other  Senators — Senator  Bond,  Senator  Sasser, 
Senator  Bryan — have  shown  in  this  area  over  the  years. 

As  already  noted,  we  are  deeply  concerned  about  the  Federal  Re- 
serve's tightening  of  monetary  policy  since  early  February.  Further- 
more, I  think,  as  much  as  anything,  we're  concerned  about  the  fact 
that  the  Fed  seems  poised  to  possibly  act  again,  despite  the  dam- 
age already  done  related  to  long-term  interest  rates,  including  the 
impacts  that  we've  already  talked  about  as  far  as  mortgage  rates 
are  concerned. 

We  feel  that  the  Federal  Reserve's  actions  have  already  dimmed 
the  prospects  for  housing  and  the  economy  in  1994  and  1995,  and 
further  tightening  could  needlessly  jeopardize  the  fragile  expan- 
sions that  have  evolved  over  the  last  3  years. 

I  do  want  to  say,  and  I  think  this  is  sensitive  to  what  Senator 
Sarbanes  and  Senator  Bond  both  said  in  their  opening  statement, 
that  we  understand  the  Fed's  concern  about  expressions  of  infla- 
tionary expectations.  We  also  understand  that  if  you  do  it  right, 
that  an  ounce  of  prevention  can  be  worth  a  pound  of  cure  in  terms 
of  the  way  the  process  is  followed. 

But,  quite  frankly,  what  we're  concerned  about  in  terms  of  what's 
happened  here  is  that  incorrect  signals  have  been  sent  out  and 
there  is  a  confusion  in  the  marketplace  as  to  what  the  Federal  Re- 
serve is  trying  to  do.  It  is  very  important  that  they  clarify  their  in- 
tention so  that  the  effects  are  what  we  all  hope  we'll  have  as  far 
as  the  economy  is  concerned. 

Indeed,  in  our  forecast,  we  had  said  at  the  outset  that  we  ex- 
pected that  there  would  be  a  rise  over  1994  in  the  Fed  funds  rate. 
And  we  actually  projected  a  75  basis  points,  %  of  1  percent  rise 
in  the  Fed  funds  rate  over  1994. 

It  was  our  expectation  that  if  that  was  done  carefully  and  cor- 
rectly, that  that  actually  could  lead  to  a  continued  stabilization  as 
far  as  long-term  rates  are  concerned  and  even  some  drop  as  far  as 
long-term  rates  were  concerned  over  1994,  because,  in  fact,  it 
would  alleviate  expectations  about  inflation  and  have  a  positive  im- 
pact. 
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We  estimated  that  with  that  impact,  housing  starts  would  in  fact 
increase  in  1994,  compared  to  1993,  by  11  percent  and  that  we 
would  see  a  year-over-year  increase  to  1.432  million  housing  starts, 
which  would  be  an  11-percent  increase  in  terms  of  what  our  fore- 
cast was  at  the  beginning  of  the  year. 

Our  concern,  quite  frankly,  is  that  the  Federal  Reserve  has  obvi- 
ously tightened  policy  faster  than  we  expected  and  they  raised  the 
Fed  funds  rate  75  basis  points,  but  it's  been  between  February  4, 
1994,  and  April  18,  1994,  which  is  obviously  a  fairly  strong  reac- 
tion. The  greater  concern  is  that  the  bond  market  has  reacted  very 
negatively  to  that.  And  whereas  you  would  hope  because  we've  had 
historically  high,  especially  at  the  end  of  1992,  spreads  between 
long-term  rates  and  short-term  rates,  that  you  might  see  some  eas- 
ing in  long- term  rates. 

The  exact  opposite  has  occurred  over  the  last  3  months.  Whereas, 
the  Fed  funds  rate  went  up  %  of  1  point,  but,  as  we  saw,  mortgage 
rates  and  long-term  rates  have  really  gone  up  by  IV2  points,  even 
a  little  bit  more  than  that  if  we  look  at  what's  happened  over  the 
last  couple  of  days. 

So  there  is  some  confusion  in  terms  of  what's  happening  in  the 
marketplace  and  I  think  that's  one  of  our  greatest  concerns. 

Because  of  what's  happened,  and  Senator  Sarbanes  made  ref- 
erence to  this,  we  have  already  trimmed  our  forecast  for  1994  by 
38,000  housing  starts.  We  are  now  projecting  1,394,000.  Those 
38,000  housing  starts,  using  the  numbers  Tommy  talked  about, 
convert  to  80,000  jobs  that  have  been  trimmed.  Quite  frankly,  if 
this  trend  continues  without  some  reduction  in  long-term  rates,  we 
will  reduce  that  forecast  by  another  50,000  housing  starts.  That's 
another  100,000  jobs  that  would  be  lost  to  the  economy. 

As  I  indicated  before  then,  our  great  concern  in  terms  of  inter- 
action with  the  Federal  Reserve  and  the  communication  that  we've 
had  with  the  Federal  Reserve  is  not  that  an  ounce  of  prevention 
is  worth  a  pound  of  cure,  but  you  need  to  be  very  clear  in  terms 
of  what  you're  trying  to  do.  And  now  that  you  have  raised  short- 
term  rates,  you  need  to  let  that  stabilize,  if  you  will,  over  time  and 
not  upset  the  marketplace  again  in  terms  of  further  actions  that 
could  possibly  take  place  when  the  Open  Market  Committee  meets 
in  May. 

Just  to  illustrate  that,  when  Chairman  Greenspan  testified  in 
January  before  the  Joint  Economic  Committee,  he  had  a  statement 
with  which  we  concurred,  and  in  fact,  our  forecasts  were  based  on 
the  expectations  and  the  hope  that  this  would  occur.  In  that  state- 
ment he  said  that  when  Fed  actions  are  designed  to  maintain 
progress  against  inflation  it  can  contribute  to  lower  nominal  long- 
term  interest  rates  as  inflation  expectations  are  progressively  re- 
duced. 

That's  what  he  said  in  January.  However,  when  he  acted  on  Feb- 
ruary 4,  1994,  and  then  came  up  to  Congress  and  delivered  his 
message  in  late  February,  he  did  not  calm  financial  markets,  but 
really  exacerbated  them  because  he  talked  about  the  fact  that  there 
is  a  correlation  between  short-term  rates  and  long-term  rates.  And 
rather  than  making  the  distinction  we  would  have  hoped  he  would 
have  made,  I  think  he  added  to  the  confusion. 
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And  so  what  happens,  and  I'm  sure  you  followed  this,  on  April 
18,  1994,  when  short-term  rates  were  raised  by  the  Fed  by  a  quar- 
ter of  a  point,  instead  of  the  message  being  short-term  rates  are 
being  raised  in  order  to  help  stabilize  long-term  rates  and  ease  ex- 
pectations related  to  inflation,  the  message  that  all  the  newspapers 
had  was  that  short-term  rates  were  going  up  and  that  such  rates 
are  closely  correlated  to  rises  in  other  rates  like  mortgage  rates. 
That  was  printed  in  all  the  papers  around  the  country  and  that 
just  adds  to  the  confusion. 

So  we  think  that  we  are  concerned  about  inflation.  We're  con- 
cerned about  the  deficit.  We  care  a  great  deal  about  those  issues. 
But  our  main  issue  I  think  at  this  point  is  that  the  Federal  Reserve 
needs  to  be  careful  in  terms  of  what  they're  doing.  Assiduously 
searching  for  inflationary  pressures  and  inflationary  expectations 
that  aren't  there,  in  fact,  can  be  counterproductive. 

Senator  Sarbanes  has  already  pointed  out  that  all  of  the  inflation 
numbers  are  really  very  good,  certainly  showing  that  inflation  is 
running  below  3  percent,  which  is  what  the  Federal  Reserve's  tar- 
get is  for  1994. 

So  what  the  Federal  Reserve  needs  to  do  is  be  very  careful  both 
in  terms  of  what  its  future  policies  are  and  especially  in  terms  of 
the  kind  of  signals  that  it  is  sending  so  that  if  there  is  indeed  any 
additional  rise  in  short-term  rates,  it  is  very  clear  to  the  market- 
place what  they  are  trying  to  accomplish  over  the  long  term  in 
order  to  reduce  the  negative  impacts  that  we  have  seen  that  have 
occurred  over  the  last  3  months. 

Thank  you  very  much,  Mr.  Chairman,  and  we're  obviously  very 
willing  to  answer  any  questions  that  you  might  have. 

Senator  Sarbanes.  Thank  you  for  a  very  thoughtful  statement. 

We've  been  joined  by  Senator  Bryan  and  Senator  Sasser  just  had 
to  slip  out.  I'll  yield  to  Senator  Bryan  for  any  opening  statement 
or  comments  he  may  wish  to  make  at  this  point. 

OPEMNG  STATEMENT  OF  SENATOR  RICHARD  H.  BRYAN 

Senator  Bryan.  Mr.  Chairman,  I  appreciate  that.  I'd  like  to  first 
of  all  congratulate  you  on  convening  this  hearing.  I  would  like  per- 
mission to  insert  a  formal  statement  in  the  record,  but  just  simply 
make  a  couple  of  very  brief  observations. 

I  confess  to  not  fully  comprehending  all  of  these  nuances  and  the 
macroeconomic  picture.  But  it  does  strike  me  as  being  kind  of  an 
Alice  in  Wonderland  world  where  good  news  is  bad  news  and  bad 
news  is  good  news. 

One  is  struck  by  the  fact  that  maybe  the  economic  model  that 
has  been  historically  used  is  out  of  date  because,  as  I've  gathered 
from  your  testimony,  and  I  didn't  hear  the  testimony  from  the  first 
panelist,  I  don't  think  there's  really  any  evidence  out  there  to  sup- 
port this  inflationary  pressure  that  is  clearly  the  concern  of  the 
Fed,  and  I  understand  the  concern  of  the  Fed,  but  I  don't  see  any 
evidence  of  that. 

I'll  have  a  couple  of  questions  after  the  Chairman  and  the  Rank- 
ing Member  finish  their  round  of  questions.  I  was  very  impressed 
with  the  testimony  that  I  have  heard  and  share  the  concern. 

In  our  State,  we  have  in  southern  Nevada  300  subdivisions  out 
there  in  the  market  in  Las  Vegas,  and  clearly,  they've  been  im- 


13 

pacted  by  what's  happened  out  there  in  the  marketplace.  Those  of 
us  that  were  prudent  enough  to  refinance  our  existing  homes  last 
year,  Mr.  Chairman,  are  grateful  that  we  did  so  rather  than  wait. 
We  locked  in,  I  think,  at  the  right  time. 

Senator  Sarbanes.  Well,  that  refinancing,  of  course,  was  a  tre- 
mendous infusion  of  purchasing  power. 

Senator  Bryan.  Absolutely.  Absolutely. 

Senator  Sarbanes.  No  question  about  it.  I  want  to  follow  up  on 
just  the  point  you  made. 

This  is  the  performance  on  inflation.  This  is  the  change  in  the 
consumer  price  index.  This  is  1993.  It  was  at  2.7  percent.  Thus  far, 
on  a  yearly  basis,  in  1994,  it's  at  2V2  percent.  Now  that's  the  best 
performance  on  inflation  since  the  early  1960's,  with  the  exception 
of  this  year  in  the  mid-1980's,  when  the  bottom  fell  out  of  the  oil 
market.  We  had  a  very  steep  decline  in  oil  prices  and  that  was 
enough  to  bring  down  the  whole  CPI. 

But  with  that  one  exception,  this  is  the  best  performance  since 
the  early,  mid-1960's.  Now  that's  an  incredible  performance.  And 
the  inflation  has  been  trending  downwards  each  year.  It's  not  as 
though  it  was  down  but  starting  to  trend  upward.  It's  not  even 
trending  upward.  It's  trending  downwards. 

Now  that's  your  performance  on  inflation.  I  don't  know  where  the 
Fed  finds  this  inflationary  threat  against  which  they're  preemp- 
tively moving  by  taking  up  the  interest  rates. 

Well,  then,  someone  might  say,  now  what  about  labor  costs? 
There's  always  the  danger  that  they  get. 

Look  at  that  performance.  Unit  labor  costs,  nonfarm  business. 
That's  the  best  it's  been  again  since  the  early  1960's.  So  you're  not 
getting  a  big  cost  push  out  of  wages  and  benefits.  You're  got  that 
impressive  performance  over  there.  And  yet,  despite  this  evidence 
on  inflation,  the  best  we've  seen,  coupled  with  the  Congress  follow- 
ing a  tight  fiscal  policy. 

I  disagree  sharply  with  Senator  Bond.  We  are  cutting  spending, 
as  a  matter  of  fact.  This  budget  is  racheting  down  spending.  We 
raised  some  taxes  and  the  combination  is  enabling  us  to  bring 
down  the  Federal  deficit  on  a  pretty  steady  course,  something  we^ 
all  very  much  want.  And  despite  this  kind  of  evidence  performance, 
this  is  what's  happened,  as  I  indicated  earlier,  to  the  mortgage  in- 
terest rates.  That's  really  a  staggering  chart.  When  you  put  that 
on  a  chart  and  look  at  what's  happening,  that's  pretty  staggering. 
We  can  talk  about  it,  but  you  don't  get  the  same  sense  of  just  this 
escalation  in  interest  rates  that's  taken  place  in  a  very,  very  short 
period  of  time. 

And  as  Mr.  Thompson  pointed  out,  it  knocked  some  of  his  people 
right  out  of  the  market.  They  could  not  close  on  their  commitments 
because  they  no  longer  were  within  the  area  of  affordability  in 
terms  of  the  housing. 

So  I  think  we've  got  a  preemptive  strike  against  growth.  And  just 
to  lighten  up  the  session  a  little  bit  before  I  turn  to  the  questions, 
I  just  want  to  show  a  couple  of  cartoons. 

This  one  is  Uncle  Sam  driving  the  U.S.  economy.  Here's  Green- 
span as  a  trooper.  This  book  is  a  summons  book.  It  says.  Interest 
Rate  Hike.  And  he  says  up  there:  "I  clocked  you  doing  35.05  in  a 
35-mile-per-hour  zone.  So  where's  the  fire,  boy." 
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[Laughter.] 

And  nere's  the  other  one.  The  other  one  is  called  Gardening  with 
Greenspan. 

At  the  first  sign  of  spring  growth,  just  when  the  recovery  starts 
to  sprout — ^you  see  it  sprouting  over  there — stomp  on  it.  Then  he 
says:  "This  eliminates  the  need  for  pruning." 

[Laughter.] 

Now  this  one  really  hits  home.  I  agree  with  you,  Mr.  Colton.  I 
understand  the  thinking  that  says,  if  you're  getting  strong  growth 
over  a  period  of  time,  extended  period  of  time,  then  your  labor  mar- 
kets start  tightening  up,  commodity  prices  start  moving,  plant  ca- 
pacity gets  used  up,  then  you  begin  to,  in  a  sense,  run  the  problem 
that  the  economy  is  going  to  heat  up  too  much.  You  try  to  throttle 
it  back  by  raising  the  interest  rates.  But  you  have  to  judge  that  in 
the  context. 

Of  course,  what's  happening  now  is  they've  got  a  little  bit  of 
growth  in  the  fourth  quarter,  7  percent.  No  one  expected  that  to 
continue.  Everyone  knew  that.  They  were  saying,  we're  going  to  get 
3-3V2  percent  in  the  first  quarter.  We  actually  got  2.6  percent  in 
the  first  quarter.  But  instead  of  letting  it  go  and  having  to  face  the 
need  to  prune,  they  just  stomp  on  it  right  away  and  knocked  the 
recovery  right  down. 

It's  very  puzzling  what  they're  doing.  We  have  the  best  perform- 
ance we've  had  on  this  inflation  front  in  almost  30  years  and  yet, 
even  in  the  face  of  that,  the  Fed  is  taking  the  interest  rates  up  and 
choking  off  the  recovery.  And  we're  very  deeply  concerned  about  it. 

This  jump  of  IV2  points  in  the  long-term  mortgage  rates,  as 
you've  testified,  is  already  having  a  measurable  impact. 

Now  Senator  Sasser  has  rejoined  us  and  I'll  yield  to  him  for  his 
opening  statement, 

OPENING  STATEMENT  OF  SENATOR  JIM  SASSER 

Senator  Sasser.  Well,  thank  you  very  much,  Mr.  Chairman. 

I  want  to  say  it's  a  great  pleasure  to  have  before  the  Subcommit- 
tee this  morning  the  National  Association  of  Home  Builders.  I've 
always  valued  their  counsel  and  was  particularly  happy  to  have 
Mr.  Thompson  from  my  colleague.  Senator  Wendell  Ford's  home- 
town in  Kentucky,  and  delighted  to  have  a  representative  here 
from  the  Small  Business  Legislative  Council. 

Senator  Sarbanes.  Senator  Ford  says  wonderful  things  about 
you,  Mr.  Thompson.  We  won't  put  you  on  the  spot  to  give  us  an 
evaluation  of  Senator  Ford. 

[Laughter.] 

Mr.  Thompson.  Thank  you.  Senator. 

Senator  Sasser.  Well  said,  Mr.  Chairman. 

I  want  to  commend  you,  Mr.  Chairman,  for  your  leadership  in 
calling  these  hearings  this  morning,  and  also  commend  you  for 
your  leadership  in  dealing  with  the  problem  of  ever  escalating  in- 
terest rates. 

I  think  you've  been  a  fair  critic  of  the  Federal  Reserve  Board  and 
you've  certainly  been  a  staunch  advocate  of  providing  new  housing 
opportunities  for  our  fellow  citizens. 

Now  there's  really  no  doubt  that  the  homebuilding  industry 
helped  push  this  Nation  into  a  fully  self-sustaining  economy.  That  s 
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the  way  it  always  is.  Homebuilding  is  one  of  the  essential  indus- 
tries that  leads  us  out  of  a  recession  by  creating  new  jobs  and  spin- 
ning off  additional  purchases  and  investments  in  related  indus- 
tries. 

Now,  for  example,  in  my  home  State  of  Tennessee,  I've  seen  a 
chart  on  furniture  sales,  Mr.  Chairman,  that  would  rival  the  chart 
you  had  there  a  moment  ago  on  interest  rates  in  the  way  that  fur- 
niture sales  have  spiked  and  gone  up  dramatically.  That  is  simply 
a  result  of  new  home  construction  in  the  State  and  people  buying 
new  furniture. 

Now  the  strong  performance  of  the  housing  industry  at  the  end 
of  last  year  and  the  beginning  of  this  year  was  related  to  the  de- 
cline in  interest  rates.  There  is  absolutely  no  doubt  about  that.  And 
these  interest  rates  going  down  made  the  purchase  of  a  new  home 
more  affordable  in  over  a  decade. 

Mr.  Thompson  says  that  the  best— it  ticked  up,  what,  for  the  first 
time  in  12  years. 

Mr.  Thompson.  First  real  increase,  that's  right. 

Senator  Sasser.  First  real  increase  in  12  years. 

Mr.  Thompson.  That's  correct. 

Senator  Sasser.  As  a  result  of  these  interest  rates  coming  down. 
And  I  would  note  that  the  decline  in  interest  rates  until  recently 
can  be  traced,  I  think,  in  large  part  to  the  historic  deficit  reduction 
package  that  we  passed  last  year  here  in  the  Congress  that  re- 
duced the  deficit,  we  thought,  by  $500  billion  over  5  years.  It  turns 
out  it's  going  to  reduce  the  deficit  by  between  $620  and  $640  billion 
over  5  years. 

Laura  Tyson,  the  chairman  of  the  Council  of  Economic  Advisors, 
told  the  Budget  Committee,  which  I  chair,  on  February  10,  1994, 
and  I'll  quote  her: 

The  decline  in  long-term  interest  rates  since  January  of  1993,  has  tracked  very 
closely  the  fortunes  of  the  Administration's  economic  plan.  This  is  evidence  that  the 
financial  markets  view  the  deficit  reduction  proposals  as  substantial  and  creditable. 

Now,  low-interest  rates  caused  housing  starts,  permits,  and  sales 
to  soar  in  the  fourth  quarter  at  a  more  than  50  percent  annual 
rate.  And  as  the  Chairman  indicated  earlier,  we  saw  real  economic 
growth  come  in  at  a  very  robust  7  percent.  I  think  it  was  the  home- 
building  industry  that  put  a  lot  of  the  wind  in  the  sails  of  that 
economy  in  the  fourth  quarter  of  1993. 

We're  right  back  to  the  proposition  where  the  Fed  is  trying  to 
undo  the  good  work  that  the  Congress  did  last  year  in  conjunction 
with  the  President. 

There  have  been  three  unwarranted,  short-term  rate  increases 
this  year  and  there's  every  sign  that  the  Fed  intends  to  continue 
this  very,  very  risky  course. 

Now,  Mr.  Chairman,  I  know  that  you're  deeply  concerned,  and  I 
am,  too,  that  the  Fed  is  going  to  short-circuit  one  of  the  key  trans- 
mitters of  this  recovery.  And  that  key  transmitter  is  home  con- 
struction. 

So  I  want  to  be  perfectly  clear  on  one  point.  Raising  these  inter- 
est rates  is  not  just  fodder  for  economists  to  chew  on.  It  affects 
every  working  man  and  woman  in  my  State  and  across  this  coun- 
try. It  hurts  people  who  get  up  in  the  morning  and  go  to  work  and 
pay  their  taxes  and  make  this  country  run.  It  hurts  small  business 
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people,  as  we've  heard  here  today  from  our  distinguished  witness. 
We're  trying  to  start  up  new  ventures  or  expand  existing  ones.  And 
it  hits  our  fellow  citizens  the  hardest  who  are  trying  to  buy  a  new 
home. 

The  Chairman's  chart  I  thought  very  graphically  illustrated  the 
problem — a  full  IV2  point  rise  in  interest  rates.  Now  that  translates 
to  $150  to  $200  a  month  on  the  average  mortgage  in  this  country 
and  essentially  puts  it  out  of  the  reach  of  many,  many  people. 

So,  Mr,  Chairman,  I  just  want  to  say  this,  and  you  and  I  have 
said  this  before,  but  I  think  I'm  going  to  keep  repeating  it  until  the 
Fed  wakes  up.  And  that  is,  the  Fed  is  simply  picking  up  false  sig- 
nals. It  keeps  launching  preemptive  strikes  against  a  phantom  in- 
flation that  does  not  exist.  The  Fed  is  making  the  bond  situation, 
the  long-term  bond  situation,  worse.  In  the  interim,  we  run  the  risk 
of  choking  off  this  economy,  this  economic  recovery,  before  it  even 
gets  going,  and  then  we  have  even  a  worse  deficit  situation. 

I'm  concerned  about  the  Fed,  Mr.  Chairman,  unraveling  the  defi- 
cit reduction  plan  that  we  passed  last  year  with  so  much  agony  and 
so  much  grief,  but  we  got  it  done.  We  got  it  done.  And  we  showed 
that  Government  can  work  here  to  establish  priorities.  And  then 
here  comes  the  Fed  and  I  fear  that  if  we're  not  careful,  they're 
going  to  undo  it. 

Well,  thank  you  for  letting  me  make  my  statement.  As  you  can 
see,  Mr.  Chairman,  I  feel  very  strongly  about  this. 

Senator  Sarbanes.  I  know  you  do  and  it's  a  very  powerful  state- 
ment. 

Senator  Sasser.  But  I  do  appreciate  these  terrific  cartoons  you're 
bringing  in.  I  think  they  probably  make  the  case  about  as  well  as 
can  be  made. 

Senator  Sarbanes.  Mr.  Satagaj,  I  know  you're  leaving.  Could  I 
just  put  two  quick  questions  to  you? 

I  want  to  quote  from  your  statement  where  you  say — we  know 
economists  would  tell  us  that,  technically,  we  have  been  out  of  the 
recession  for  quite  some  time.  The  fact  of  the  matter,  however,  is 
that  the  small  business  sector  is  only  now  beginning  to  respond  to 
the  reality  and  perception  of  economic  recovery,  with  renewed 
plans  for  expansion  and  growth. 

Fragile  is  how  we  would  describe  the  state  of  the  small  business 
economic  recovery. 

And  you  say  81  percent  of  your  respondents  indicated  they  dis- 
agreed with  the  apparent  policy  of  the  Federal  Reserve.  And  this 
is  the  critical  line:  Certainly,  the  actions  the  Fed  has  taken  to  date 
have  already  translated  into  increased  costs  as  the  rates  on  lines 
of  credit,  financing  plans,  and  other  variable  rate  business  loans 
have  been  pushed  up. 

Now  the  prime  rate  has  been  taken  up  %  of  1  percent.  The 
banks  jumped  it  just  a  V2-point  2  weeks  ago. 

Now  all  of  that  has  a  very  detrimental  impact  on  small  business, 
does  it  not? 

Mr.  Satagaj.  It  certainly  does.  We,  by  the  way,  did  ask  a  ques- 
tion about  what  the  current  rate  is  and  what  it  was  before.  But  it 
was  difficult  to  collect  that  data  in  some  way  to  give  you  a  picture. 
But  I  would  hazard  a  guess,  if  I  had  to  tell  you,  it's  actually  trans- 
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lated  into  IV2  to  2  percentage  points  increase  already  to  them  over 
this  time,  in  just  a  very  short  period  of  time. 

For  things  hke  floor  plans  or  lines  of  credit,  it's  even  far  more 
dramatic  in  terms  of  the  immediate  effect. 

The  impact  on  them  has  been  significant.  I  will  grant  one  thing — 
that  they  are  saying,  "We  might  be  able  to  suck  that  in,"  but  it  has 
been  significant.  You're  very  correct  in  saying  that. 

Senator  Sarbanes.  Well,  and  it's  very  clear,  if  the  Fed  keeps 
moving,  the  prime  rate  is  going  to  keep  moving,  too.  So  you're 
going  to  keep — they're  going  to  continue  to  hammer  at  you. 

Mr.  Satagaj.  There's  no  question  about  it,  that  they're  seeing 
these  rates  go  up  and  they're  very,  very  nervous  about  it. 

The  example  we  gave  there  is  in  RV  trailer  sales.  They  use  floor 
planning,  which  is  very  common  in  selling  that  type  of  consumer 
good.  And  as  you  can  see  from  our  testimony,  it's  gone  up  very  rap- 
idly in  a  very  short  period  of  time. 

Senator  Sarbanes.  I  know  you  have  to  depart.  Did  you  have  any 
questions? 

Senator  Sasser.  No,  thank  you,  Mr.  Chairman.  I  very  much  ap- 
preciate his  testimony  here  this  morning.  I  thought  it  was  very  il- 
luminating. 

Senator  Sarbanes.  Yes.  We're  very  pleased  that  the  Small  Busi- 
ness Legislative  Council  was  able  to  join  us. 

Thank  you  very  much. 

Mr.  Satagaj.  Thank  you,  Mr.  Chairman.  I  apologize  for  having 
to  leave. 

Senator  Sarbanes.  No,  I  understand.  Thank  you  very  much. 

Is  the  impact  of  this — is  there  a  difference  in  how  it's  being  felt 
regionally  or  geographically  across  the  country,  or  is  your  percep- 
tion that  it's  generally  affecting  across  the  board? 

Mr.  Thompson.  I  think  generally  across  the  board.  Senator.  The 
survey  that  we  did  of  a  number  of  builders  that  we  do  every  month 
is  done  across  the  country  and  we  compile  that  information  to  help 
us  better  understand  where  the  market  is  and  to  make  better  deci- 
sions on  policy.  We're  seeing  it  basically  have  an  impact  all  across 
the  country. 

Now,  obviously,  it  might  be  skewed  to  some  extent  in  particular 
areas  that  are  enjoying  robust  economic  gains  in  employment  and 
so  forth.  But,  generally,  the  interest  rates  are  being  felt  across  the 
country,  as  is  their  impact  and  the  concern  about  their  future  di- 
rection. 

Senator  Sarbanes.  What  is  the  sort  of  typical  price  of  a  home 
today?  Is  that  subject  to  an  easy  answer  or  not? 

Mr.  Thompson.  Probably  $120,000. 

Mr.  CoLTON.  That's  the  median-priced  house. 

Mr.  Thompson.  That's  the  median  price. 

Senator  Sarbanes.  $120,000? 

Mr.  Thompson.  Yes,  sir. 

Senator  Sarbanes.  OK.  So  would  you  get  a  90-percent  mortgage 
on  that?  Probably. 

Mr.  Colton.  Depending  on  the  financing,  yes. 

Senator  Sarbanes.  So  that  would  put  you  over  a  $100,000  mort- 
gage. 

Mr.  Thompson.  For  a  mortgage,  right. 
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Mr.  COLTON.  That's  right. 

Senator  Sarbanes.  So,  in  effect,  your  monthly  payment  would 
jump  by  more  than  the  figures  I  used  earlier. 

Mr.  CoLTON.  That's  right. 

Senator  Sarbanes.  In  other  words,  the  example  we  used  of  the 
$100,000  mortgage  and  the  change  in  monthly  payment  actually  is 
on  the  conservative  side  in  terms  of 

Mr.  Thompson.  On  the  median-priced  home.  I  would  say  you're 
correct. 

Senator  Sarbanes.  On  the  median-priced  home.  On  the  median- 
priced  home,  actually,  the  mortgage  would  probably  be  somewhat 
larger  than  $100,000. 

Mr.  CoLTON.  Close  to  $110,000,  probably,  if  you  had  a  90  to  95 
percent  mortgage. 

Senator  Sarbanes.  Therefore,  this  monthly  spread  would  be  even 
greater  than  what  we've  demonstrated  here. 

Mr.  CoLTON.  That's  right. 

Mr.  Thompson.  Correct. 

Senator  Sarbanes.  I  think  it's  important  to  make  this  point. 
Well,  let  me  ask  you  in  the  form  of  a  question. 

One  of  the  problems  around  here  is  a  lot  of  this  is  considered, 
and  I'm  sure  this  is  true  in  the  board  room  of  the  Federal  Reserve, 
by  people  who  look  at  this  and  another  $100  a  month  to  lay  out, 
or  $110  or  $120  a  month  doesn't  seem  like  a  big  thing  to  them. 
They're  all  relatively  affluent  people  and  they  look  at  that. 

But  isn't  it  the  case,  or  is  it  the  case  for  most,  or  an  awful  lot 
of  the  homebuyers,  that  they're  cutting  this  thing  right  on  the  mar- 
gin. In  fact,  they  may  well  have  scaled  back  the  size  of  the  home 
they're  building,  or  what  they  plan  to  put  in  it,  in  order  to  qualify. 

And  if  just  the  rise  in  the  interest  rates  adds  another  $110  or 
$120  a  month  or,  as  Mr.  Thompson  pointed  out,  if  you  do  that  over 
a  year,  you're  talking  about  $1,300  or  $1,400  more  a  vear.  They 
have  no  ability  to  handle  that.  They've  gone  as  far  as  tney  can  go 
in  order  to  try  to  pull  off  the  purchase  in  the  first  place.  Do  you 
discover  that  with  a  lot  of  your  people? 

Mr.  Thompson.  Senator,  you're  right  on  target.  I  think  that's  so 
perceptive  in  what  you're  talking  about  because  we  build  a  lot  for 
first-time  homebuyers  that  are  using  Government-guaranteed  loans 
or  Grovernment-insured  loans.  These  people  are  really  right  at  the 
margin.  The  toughest  thing  for  them  is  accumulating  the  down 
payment  and  meeting  that  monthly  payment. 

There's  no  question,  as  you  and  Senator  Sasser  pointed  out,  that 
these  low-interest  rates,  particularly  between  1992  and  toward  the 
end  of  1993,  have  been  so  catalytic  for  the  economv  and  for  our  in- 
dustry, and  because  of  it,  so  many  first-time  homeouyers  have  now 
been  presented,  or  up  until  February  4,  1994,  were  presented  with 
the  opportunity  to  buy  their  first  home.  And  these  are  the  people 
that  were  closed  out,  really,  during  the  1980's.  They've  been  dou- 
bled up  or  they've  been  renter  households.  But  when  those  rates 
got  down  to  7  and  TVa  percent,  they  were  really  able  to  come  out 
and  finally  have  mortgage  rates  that  drove  down  the  mortgage  pay- 
ment level  to  a  point  where  they  could  afford  it. 

But  there  are,  and  it's  very  well  defined.  That's  why  they're  de- 
termined or  portrayed  as  being  on  the  margin,  because  it  had  to 
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get  that  low  for  them  to  be  able  to  buy.  These  are  the  people  that 
most  need  housing  in  this  country  because  they're  just  starting 
their  families  and  tney're  just  starting  their  careers.  And  they  want 
an  opportunity  to  have  a  place  to  start  building  equity  and  moving 
their  lives  forward.  And  because  of  those  rates  coming  down,  they 
were  able  to  do  that. 

And  also,  based  upon  our  forecast  at  the  start  of  this  year,  which, 
as  you  heard  Kent  mention  earlier,  we  had  forecasted  %  of  1  point 
increase  in  our  short  rates,  not  all  at  one  time,  though. 

Senator  Sarbanes.  Right. 

Mr.  Thompson.  Just  over  the  entire  year.  And  also,  our  long 
rates  actually  we  have  showed  stable,  and  even  declining  a  little 
bit.  So  when  we  saw  this  increased  hit,  not  only  did  it  have  a  nega- 
tive impact  on  what  our  starts  forecast  is  going  to  be,  but,  obvi- 
ously, it  has  an  impact  tremendously  on  that  affordability. 

These  people  at  the  margin,  when  that  interest  rate  on  those 
Government-guaranteed  and  insured  loans  went  up  a  V2-point  and 
1  point,  they  did  not  have  the  flexibility  to  come  up  with  that  addi- 
tional income  that  they  would  need  to  qualify  to  meet  that  higher 
gayment.  They  just  simplv  were  foreclosed  out  from  the  ability  to 
uy,  just  at  a  time  when  they  were  at  a  threshold  for  the  first  time, 
a  lot  of  them,  in  the  last  10  years  of  being  able  to  buy. 

So  that's  the  real  tragedy  of  this  story  and  those  are  the  people 
that  are  being  most  heavily  impacted. 

Senator  Sarbanes.  Kent. 

Mr.  CoLTON.  Just  to  add  to  that,  Senator,  just  to  give  you  a  spe- 
cific number — on  the  survey  that  we  recently  did  of  our  builders  in 
terms  of  what  impact  this  would  have,  if  you  say  that  the  impact 
will  be  significantly  negative  or  somewhat  negative  to  housing 
starts,  new  home  sales,  or  actual  settlements,  47  percent  of  our 
builders  said  that  the  impact  of  this  rise  will  be  significantly  nega- 
tive or  somewhat  negative  on  housing  starts.  Fifty-one  percent  said 
that  it  would  be  significantly  negative  or  somewhat  negative  on 
new  home  sales. 

And  on  settlements,  and  this  is  what  Tommy  reflected  in  discuss- 
ing his  buyers,  27  percent  actually  said  that  the  impact  has  been 
significantly  negative  or  somewhat  negative  as  far  as  this  bump- 
up  in  interest  rates. 

So  you  can  see  the  builders  are  saying,  it's  already  had  an  im- 
pact, and  it  will  continue  to  have  an  impact,  especially  if  rates  go 
up  again. 

Senator  Sarbanes.  Yes,  I  think  that's  a  very  powerful  point.  Let 
me  just  put  this  one  question  and  then  I'll  yield  to  Senator  Sasser. 

In  your  statement,  Mr.  Colton,  you  say:  We  also  feel  that  the 
Federal  Reserve's  assiduous  search  for  inflationary  pressures  and 
inflationary  expectations  and  the  Fed's  insistence  that  problems 
are  developing,  despite  a  glaring  lack  of  evidence,  are  actually  feed- 
ing inflationary  expectations  and  also  convincing  the  markets  that 
the  Fed  has  decided  to  continue  tightening  monetary  policy  regard- 
less of  information  available  to  Congress,  the  Administration,  and 
the  general  public. 

Now  I  think  that's  a  very  perceptive  comment.  It's  been  my  view 
that  what  the  Fed  should  be  saying  to  the  country  is  we're  in  a 
good  situation  here.  We  can  have  a  good,  strong  period  of  growth 
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without  an  inflation  problem.  Let's  let  the  economy  get  some  mo- 
mentum moving  and  then  we're  prepared,  as  the  circumstances  re- 
quire, to  throttle  it  back. 

But  as  Mr.  Satagaj  said,  his  people,  the  small  business  people, 
were  only  now  beginning  to  feel  maybe  they  were  coming  out  of  the 
recession.  I  guess  probably  the  same  thing  is  true  of  a  lot  of  home- 
builders. 

Isn't  it  only  in  fairly  recent  times  that  they've  begun  to  think 
that  there's  going  to  be  some  good,  sustained  demand  there  for  a 
while? 

Mr.  Thompson.  Yes,  sir. 

Senator  Sarbanes.  And  of  course,  now  they're  beginning  to  doubt 
that,  I  take  it,  on  the  basis  of  what's  happening  to  these  interest 
rates.  I  can't  recall  them  rising  this  precipitously  in  this  short  pe- 
riod of  time  in  any  recent  time.  What  are  your  own — do  you  have 
any  research  on  that  yourself? 

Mr.  COLTON.  Certainly  we  have  those  numbers.  Within  the 
1990's,  this  is  certainly  the  quickest  bump  up  that  we  have  had. 
Of  course,  when  we  had  the  recession  in  the  early  1980's,  and  in 
the  late  1970's,  there  was  a  real  significant  rise  as  far  as  interest 
rates  at  that  point.  But  that  was  a  decade  and  a  half  ago. 

Senator  Sarbanes.  Yes.  Of  course,  we  got  a  huge  oil  price  shock 
then. 

Mr.  CoLTON.  Exactly. 

Senator  Sarbanes.  Which  really  fed  into  the  inflation  and  the  in- 
flation went  up  off  of  the  oil  price  shock.  People  don't  fiilly  under- 
stand that  and,  of  course,  the  interest  rates  adjusted  accordingly  to 
address  that  situation. 

Senator  Sasser. 

Senator  Sasser.  Thank  you,  Mr.  Chairman. 

Mr.  Colton,  do  you  think  the  Fed  expected  mortgage  rates  to  rise 
so  dramatically? 

Mr.  Colton.  I  don't  think  they  did. 

Senator  Sasser.  I  don't  think  they  did,  either. 

Mr.  Colton.  We  try  to  meet  with  the  Chairman  on  a  regular 
basis  and  he  seems  to  be  very  sensitive  about  housing  and  the  role 
that  it  plays  in  the  economy.  I  think  that  this  has  been  a  shock. 

Our  concern,  quite  frankly,  is  that  given  the  fact  that  it  has  hap- 
pened, they've  not  clarified  what  they're  trying  to  do  and  the  fact 
that  we've  already  seen  more  than  enough  to  handle  the  pressures. 
This  becomes  a  self-fulfilling  prophecy. 

Senator  Sasser.  Right.  Well,  would  you  agree  with  my  evalua- 
tion that  the  Fed's  tightening  has  actually  backfired? 

Mr.  Colton.  Yes.  We  think  that  it's  been  counter-productive. 

Senator  Sasser.  In  light  of  that,  that  it  is  counter-productive  and 
it  has  backfired,  would  you  agree  with  my  assessment,  and  I  expect 
the  assessment  of  the  Chairman,  that  it's  time  for  a  pause  in  this 
before  any  further  tightening? 

Mr.  Colton.  Right. 

Senator  Sasser.  What  do  you  say,  Mr.  Thompson?  You're  coming 
from  the  field  in  here.  You're  out  there  where  the  rubber  meets  the 
road  or  the  hammer  meets  the  nail. 

[Laughter.] 

Mr.  Thompson.  Right.  And  hopefully,  not  the  thumb. 
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Senator  Sasser.  Right. 

[Laughter.] 

Mr.  Thompson.  But,  Senator,  you're  absolutely  right.  I  think  the 
Fed,  before  the  February  4  announcement,  and  by  the  way.  Senator 
Sarbanes,  I  had  the  pleasure  on  February  4  of  being  in  the  gallery 
when  you  made  your  most  significant  comments  in  the  Senate 
chambers  when  the  Fed  announced  that  day  that  first  increase  and 
you  pointed  out  that  there  were  no  inflationary  signs  at  all,  nor 
were  there  unit  labor  cost  pushes,  as  you  pointed  out  today. 

But  I  think  that's  been  the  tragedy  of  this  whole  situation.  The 
Fed  has  said  that  we  want  to  do  this  supposedly  to  maintain  vigi- 
lance against  inflation  and  to  make  sure  that  the  economy  doesn't 
overheat,  perhaps  propelled  by  the  GDP  number  of  the  last  quarter 
of  1993.  But  they  also  said  that  we  don't  think  this  should  have 
any  impact  on  long-term  rates,  nor  do  we  want  to  derail  the  basi- 
cally housing-led  economic  expansion. 

Well,  it's  done  anything  but  that.  And  Senator,  as  you  said, 
what's  happened,  now  it's  like  when  they  raise  short-term  rates,  all 
other  rates  go  up.  Certainly,  the  prime  rate  has  gone  up.  The  30- 
year  bond  rate  continues  to  go  up. 

Senator  Sasser.  Those  long-term  bond-holders  think  the  Fed 
knows  something  they  don't  know. 

Mr.  Thompson.  And  it's  almost  like,  as  Senator  Sarbanes  pointed 
out,  none  of  the  facts  are  there  that  would  show  us  that  we  have 
inflationary  pressures  in  this  country.  But  the  Fed  has  become  so 
preoccupied  with  raising  the  rate  and  talking  about  it,  everybody 
says,  well,  maybe  we  should  be  concerned.  Maybe  there's  some- 
thing there  that  we  don't  see. 

And  I  think  you're  right.  The  markets  have  not  been  allowed  to 
calm  down  and  to  cool  off.  And  for  the  long-term  community,  par- 
ticularly long-term  investors,  to  be  convinced  that  there's  no  infla- 
tionary pressures  in  this  country  because,  ideally,  when  these 
short-term  rates  go  up,  those  should  help  long-term  rates.  They 
should  send  a  message  to  those  long-term  investors  that  we're  not 
going  to  have  inflationary  pressures  in  this  country  and  therefore, 
I  don't  need  to  command  a  premium  for  the  investment  of  my 
money  on  a  long-term  basis,  and  the  long-term  rates  should  actu- 
ally come  down.  But  they  certainly  have  not  done  that. 

Senator  Sarbanes.  Actually,  the  Fed  has  shifted  its  rationale. 
The  Fed  originally,  when  they  move  it,  Greenspan  said,  if  we  take 
the  short  rates  up,  we'll  stabilize  the  long-term  rates.  In  fact,  they 
may  even  come  down.  They  took  the  short-term  rates  up,  and  the 
long  rates  just  went  like  that. 

Now  what  the  Fed  is  saying  is,  well,  if  we  hadn't  taken  the  short- 
term  rates  up,  the  long-term  rates  would  have  gone  up  by  even 
more  than  they  have  gone  up. 

It  just  kind  of  defies  common  sense.  But  it  is  a  rationale  which, 
if  you  put  it  out  there,  it's  very  difficult  to  question  it.  How  do  you 
disprove  a  rationale  like  that?  They  say,  well,  if  we  hadn't  done 
this,  it  would  have  been  even  worse. 

Of  course,  we're  asserting  that  because  they  did  this,  they  made 
the  situation  worse.  They  helped  to  trigger  the  difficult  situation 
which  has  developed. 
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Mr.  CoLTON.  And  our  great  concern  is  what's  going  to  happen  on 
May  17,  1994,  when  the  Federal  Reserve  Open  Market  Committee 
meets  because,  if  you  look  at  what's  happened  over  the  last  3 
months,  when  the  Federal  Reserve  stabilized,  the  markets  sta- 
bilized. 

That  happened  around  April  6,  1994.  You  might  remember  there 
was  an  article  in  the  Washington  Post  that  said  the  Federal  Re- 
serve intends  to  stabilize  and  keep  rates  constant  for  a  while.  And 
you  know  what?  The  market  stabilized. 

Then,  all  of  a  sudden,  on  April  18,  1994,  they  bumped  up  a  V4 
of  1  point.  That  was  the  trigger  that  started  another  round  of  in- 
creases as  far  as  long-term  rates  are  concerned. 

Senator  Sarbanes.  Right. 

Mr.  CoLTON.  So  the  two  have  been  closely  tied.  So  we  need  sta- 
bility from  the  Fed  and  consistency  in  their  policy,  not  stimulation 
of  self-fulfilling  prophecies. 

Senator  Sasser.  Well,  let  me  ask  this,  Mr.  Colton,  and  this  may 
have  been  asked.  If  you've  answered  this  question  earlier,  tell  me. 
How  much  has  the  National  Association  of  Home  Builders  lowered 
its  forecast  of  housing  starts  as  a  result  of  the  Fed's  tightening? 

Mr.  Colton.  We  did  mention  that,  but  I  can  do  it  very  quickly. 

We  have  to  date  already  lowered  our  forecast  by  38,000  housing 
starts.  And  what  we're  basically  saying  is  that  if  mortgage  rates, 
in  fact,  continue  at  this  level  and  do  not  drop,  that  we'll  see  a  drop 
of  another  50,000  housing  starts,  and  that  translates  into  a  loss  of 
80,000  jobs  already  and  could  mean  another  additional  100,000 
jobs.  So  there  is  a  significant  impact  that  occurs  if,  in  fact,  this 
problem  continues. 

Senator  Sarbanes.  Now,  let  me  ask.  I  want  to  be  clear,  though. 
Those  estimates  are  based  on  the  assumption  that  the  Fed  doesn't 
move  policy  any  further,  that  it  stays  where  it  is? 

Mr.  Colton.  That's  right. 

Senator  Sarbanes.  That's  the  impact  of  what  they've  already 
done.  Right? 

Mr.  Colton.  That's  right.  If  things  get  worse,  you  could  see  the 
situation  get  worse  than  we're  projecting  now  in  our  forecast. 

Senator  Sarbanes.  So  you're  not  assuming  any  further  taking  up 
of  the  rate? 

Mr.  Colton.  No.  We're  assuming  some  stability  and,  in  fact, 
some  drop  in  longer-term  rates  as  the  year  goes  forward. 

Mr.  Thompson.  And  just  one  quick  comment,  too. 

Senator  Sarbanes.  That  assumption,  that  degree  of  loss  is  as- 
suming that  actually,  the  long  rates  will  drop  a  bit.  Is  that  correct? 

Mr.  Colton.  That's  right.  With  our  forecast  now,  which  includes 
a  drop  of  38,000  housing  starts,  we're  assuming  that  there  will  be 
some  drop  in  interest  rates  as  the  year  proceeds,  as  far  as  long- 
term  mortgage  rates,  because  that's  what  all  the  data  in  the  econ- 
omy tells  us  ought  to  happen. 

Senator  Sarbanes.  Right. 

Mr.  Colton.  We  ought  to  be  able  to  see  that  drop  because  infla- 
tion is  not  there. 

What  we're  also  saying,  though,  is  if  that  does  not  occur  and,  in 
fact,  things  continue  the  way  they  are  now,  that  we'll  see  another 
50,000  loss  in  housing  starts. 
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Mr.  Thompson.  And  Senator,  just  to  quickly  further  illustrate 
the  impact  of  these  interest  rates  on  those  people  that  are  most  se- 
verely affected,  as  you  pointed  out  earlier,  those  thousands  of  buy- 
ers on  the  margin,  coming  out  of  the  momentum  from  the  end  of 
1993  with  the  positive  economic  environment  that  we  had,  we  had 
forecasted  for  1994  that  within  our  start  forecasts,  that  we  were 
going  to  have  the  largest  single  family  component  of  starts  that 
we've  had  since  1978.  We  expected  and  forecasted  about  1.22  mil- 
lion single  family  starts,  which  again  would  have  been  the  largest 
level  we  had  had  since  1978,  principally,  the  reduction  or  result  of 
low-interest  rates. 

So,  now,  because  it  was  bringing  a  lot  of  those  people  out  that 
had  not  heretofore  been  able  to  buy.  They  were  coming  out  of 
apartments  or  coming  out  from  doubling  up  situations. 

Now  that  those  rates  have  gone  up,  they  absolutely  are  affecting 
those  people  on  the  margin  that  were  propelling  those  starts  to  be 
potentially  so  high  for  1994,  and  we  don't  think  that  they'll  be 
achieved. 

Senator  Sarbanes.  Right. 

Senator  Sasser.  Let  me  ask  you  this  question,  Mr.  Colton.  You 
are  here  in  Washington  and  knowledgeable  and  watch  these  things 
develop.  Not  that  you  need  to  be  in  Washington  to  be  knowledge- 
able. Perhaps  you're  more  knowledgeable  if  you're  not  in  Washing- 
ton. 

Mr.  Colton.  That's  right. 

Senator  Sasser.  At  least  you've  been  around  here  watching 
things. 

Mr.  Colton.  I  try  to  get  out  as  much  as  I  can  to  see  what  the 
real  world  is  like. 

Senator  Sasser.  Right.  But  I  say  that  to  put  in  context  this  ques- 
tion. Do  you  believe  that  last  summer's  budget  agreement  that  we 
passed  had  a  beneficial  effect  on  interest  rates? 

Mr.  Colton.  We  do.  As  the  National  Association  of  Home  Build- 
ers, you  might  be  aware  of  the  fact  that  we  supported  that  budget 
compromise,  and  we  supported  it  on  the  grounds  of  the  fact  that 
it  would  have  a  positive  impact  on  interest  rates. 

We  think  that  up  until  February  4,  1994,  that's  exactly  what  we 
were  seeing  and  what  the  charts  that  Senator  Sarbanes  had. 

Senator  Sasser.  In  other  words,  the  inducement — one  of  the  in- 
ducements for  the  homebuilders  to  support  it,  now  that  you  remind 
me,  and  the  reason  it  was  supported  by  a  number  of  people  in  in- 
terest-sensitive industries  was  because  they  thought  the  deficit  re- 
duction measures  that  we  passed  last  year  would  bring  down  inter- 
est rates.  And  they  did. 

Senator  Sarbanes.  That's  right.  Exactly. 

Mr.  Thompson.  And  the  strong  message  that  it  sent  about  the 
seriousness  of  this  Congress  to  do  something  about  that. 

Mr.  Colton.  Yes. 

Senator  Sasser.  Right. 

Senator  Sarbanes.  And  in  fact,  the  budget  resolution  that  Sen- 
ator Sasser  has  been  working  on  is  going  to  come  in  at  a  lower  fig- 
ure than  what  the  President  submitted  to  the  Congress. 

Senator  Sasser.  That's  correct,  because  of  economic  growth. 

Senator  Sarbanes.  So  we're  tightening  the  policy. 
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Senator  Sasser.  Let  me  ask  just  for  the  record.  I  think  we  ought 
to  get  this  on  here.  Mr.  Colton,  what  do  you  think  should  be  the 
proper  posture  for  monetary  poHcy  when  nscal  policy  is  moving  in 
a  contractionary  direction? 

That's  what  we  did  with  this  budget  agreement.  In  other  words, 
we're  contracting  fiscal  policy.  We're  not  spending  as  much  money. 
If  you  don't  believe  it,  ask  the  people  in  defense  industries  out  in 
California  and  other  places  around  the  country. 

We're  cutting  back  and  we're  seeing  for  the  first  time  now  since 
1969,  discretionary  spending  in  fiscal  year  1995  is  going  to  be  lower 
in  actual  terms,  or  nominal  dollars,  than  it  was  in  1994. 

Now  when  you've  got  a  contractionary  fiscal  policy  like  that, 
what  do  you  think  the  monetary  policy  ought  to  be? 

Mr.  Colton.  We  have  been  verv  concerned  about  monetary  pol- 
icy and  the  fact  that  you  do  need  to  obviously  relate  fiscal  policy 
and  monetary  policy.  We've  been  moving  in  a  positive  direction 
with  respect  to  fiscal  policy.  Our  sense  with  respect  to  monetary 
policy  is,  and  it  was  what  we  included  in  our  forecast,  that  we  need 
careml  oversight  from  the  Fed  to  monitor  what  was  happening, 
that  that  could  include  some  modest,  careful  increases  over  time  in 
terms  of  what  the  Fed  funds  rate  would  be.  However,  we  feel  that 
if  that  is  done  correctly,  it  could  have  even  a  positive  impact  as  far 
as  longer-term  rates  are  concerned. 

From  this  point  forward,  recognizing  that's  not  happened — and 
what  we've  seen  is  a  real  burst  where  we've  had  a  75-basis  point 
increase  as  far  as  short-term  rates  and  we've  seen  a  really  negative 
bump  up  as  far  as  long-term  rates  are  concerned — I  think  what  we 
would  hope  would  happen  now  is  a  real  steadying  policy  coming 
from  the  Federal  Reserve  where  they  would  make  it  clear  that  the 
marketplace  has  responded.  In  fact,  they  might  recognize  the  inter- 
est rates  have  gone  up  more  than  they  anticipated.  And  so,  right 
now,  what  we  need  is  a  steady  hand  on  the  throttle  with  respect 
to  monetary  policy. 

We're  not  expecting  that  the  Fed  is  going  to  lower  the  Fed  funds 
rate  again,  but  we  would  hope  that  we  would  not  see  large  in- 
creases as  we  look  to  the  future.  We  would  hope  for  a  steady,  stable 
monetary  poHcy,  and  that  that,  we  think,  would  then  help  as  far 
as  stabilizing  and  even  bringing  down  longer-term  rates. 

We  need  clear  direction  and  certainty  coming  from  the  Federal 
Reserve  as  far  as  monetary  policy,  as  opposed  to  confusion  and 
questions. 

Senator  Sarbanes.  We  need  a  steady-as-she-goes  policy  and  we 
need  the  Fed  to  articulate  to  the  country  why  that's  an  appropriate 
and  reasonable  policy  to  be  following  in  the  current  economic  cir- 
cumstances. And  not  feeding  these  fears  and  anxieties  about  some- 
thing that  isn't  warranted  on  the  inflation  front.  They  ought  to  be 
articulating  that  we've  got  a  situation  where  you  can  have  some 
growth  and  inflation's  under  control.  The  Fed's  going  to  be  steady. 
They'll  be  vigilant.  Let  people  get  on  about  their  business  and 
make  their  decisions. 

Mr.  Satagaj  says  his  people  now,  their  costs  of  credit  are  going 
up.  They're  stopping  their  hiring  plans.  You  can't  hire  the  way  you 
would  have  hired,  I  assume.  Is  that  right? 
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Mr.  Thompson.  That's  right,  because  we  just  recognize  as  a  re- 
sult of  what  we're  actually  seeing  happen,  that  we're  not  just  going 
to  have  the  level  of  starts  that  we  anticipated. 

And  I  think  you're  absolutely  right,  Senator.  The  marketplace 
has  not  gotten  that  message,  nor  do  they  have  the  comfort  in  that 
stability  right  now.  I  think  that's  why  you're  continuing  to  see  the 
volatility  in  the  long-term  side  of  the  market  and  there's  a  great 
amount  of  anxiety  in  place  today  and  a  great  amount  of  paranoia, 
both  about  some  elusive  inflation  or  unit  labor  cost  or  something 
else  that  the  Fed  sees  that  none  of  the  rest  of  us  are  seeing. 

Senator  Sarbanes.  What  they're  doing,  they've  got  the  country 
so  anxious  that  they  watch  these  monthly  figures  and  react.  If  you 
get  a  little  bit  of  a  spike  in  a  monthly  figure,  they're  all  watching. 
If  the  CPI  goes  up  four-tenths  of  a  point  instead  of  two-tenths  of 
a  point,  then  everyone  goes  crazy  about  it. 

Well,  that's  not  the  way  to  do  economic  policy. 

Now  if  over  a  period  of  time  you  can  see  a  real  trend  line  emerg- 
ing, then  you  have  to  react  to  it.  But  this  reacting  to  every  little 
blip  that  takes  place  on  the  radar  screen  is  crazy.  They've  got  7 
percent  growth,  they  went  into  a  panic.  Then  you  get  2.6  percent 
in  the  first  quarter. 

Senator  Sasser.  Mr.  Chairman,  I  think  the  problem  is  they  react 
only  in  one  way.  When  they  get  some  data  that  indicates  that  there 
may  be  an  uptick  in  the  economy  or  an  uptick  in  some  indicator 
that  shows  there's  a  little  growth  in  inflation,  then  they  react  to 
that. 

But  if  they  get  an  indicator  that  shows  that  things  are  stable  or 
that  unit  labor  costs,  for  example,  might  be  actually  declining,  they 
don't  react  in  the  other  way  by  loosening  monetary  policy. 

They've  only  got  one  reaction,  and  that  is  to  put  on  the  brakes. 
It's  like  an  automobile  that  all  it's  got  is  a  braking  system  and  no 
acceleration  system.  That's  the  way  they  seem  to  be  operating  over 
there  these  days. 

Senator  Sarbanes.  Well,  I'll  close  the  hearing  by  going  back  to 
this  cartoon  because  it  really  makes  the  point. 

[Laughter.] 

Mr.  Thompson.  That's  worth  1,000  words. 

Senator  Sarbanes.  Isn't  it?  I  mean,  there  you  are.  At  the  first 
sign  of  spring  growth,  here  you  get  this  coming  up,  you  stomp  on 
it.  This  eliminates  the  need  for  pruning.  So  you  don't  have  to  do 
the  pruning  job,  which  is  tougher,  really.  It  takes  tougher  judg- 
ments. You  have  to  be  at  it  all  the  time  and  so  forth  and  so  on. 
You  take  a  little  more  risk.  So  you  just  stomp  it  out.  You  never  get 
to  the  pruning. 

Senator  Sasser.  Mr.  Chairman,  would  you  say  that  Dr.  Green- 
span does  not  have  a  green  thumb? 

Senator  Sarbanes.  I  would  say,  indeed.  And  on  that  note,  we 
thank  the  witnesses  very  much  for  some  very  fine  testimony. 

Mr.  Thompson.  Thank  you.  Senator. 

Senator  Sarbanes.  The  hearing  is  adjourned. 

[Whereupon,  at  11:28  a.m.,  the  hearing  was  adjourned. j 

[Prepared  statements  and  response  to  written  question  follow:] 
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PREPARED  STATEMENT  OF  SENATOR  DONALD  W.  RIEGLE,  JR. 

I  would  like  to  compliment  Senator  Sarbanes  on  holding  this  hearing  on  the  ef- 
fects of  rising  interest  rates  on  the  homebuilding  industry  and  join  him  in  welcom- 
ing today's  witnesses.  Homebuilders  are  usually  the  first  to  get  hurt  when  interest 
rates  rise.  If  they  rise  too  quickly  some  others  may  only  sufier  inconveniences,  but 
homebuilders  can  lose  their  businesses  and  their  jobs.  Fewer  new  homes  getting 
built  means  fewer  families  moving  out  of  apartments  or  smaller  houses,  and  ulti- 
mately it  means  less  affordable  housing. 

With  that  in  mind,  I  think  it  is  very  appropriate  that  we  should  hear  the  views 
of  Mr.  Thompson  and  Mr.  Colton,  both  representing  the  National  Association  of 
Home  Builders.  The  fate  of  the  homebuilding  industry  typically  has  a  disproportion- 
ate effect  on  the  economy  in  economic  cycles.  During  the  3  years  of  the  current  eco- 
nomic expansion,  increases  in  residential  construction  have  accounted  for  16  percent 
of  the  economy's  growth,  four  times  as  great  as  residential  construction's  snare  of 
GDP.  But  that  strong  growth  record  has  only  been  sufficient  to  return  spending  on 
homebuilding  to  its  1986  peak,  and  residential  construction  employment  remains  de- 
pressed. Employment  by  special  trade  and  general  residential  building  contractors 
declined  by  more  than  600,000  during  the  last  recession  and  so  far  has  recovered 
less  than  half  the  loss. 

Some  increase  in  short-term  interest  rates  from  the  recession  lows  was  inevitable. 
But  increases  that  are  too  large  or  too  swift  could  be  very  destructive  to  the  current 
expansion  which  has  not  yet  reached  an  acceptably  low  level  of  unemployment. 
While  the  increase  in  short-term  rates  has  not  been  historically  extreme,  the  in- 
crease in  long-term  debt  markets,  including  mortgage  rates,  are  much  more  worri- 
some. Interest  rates  in  those  markets  are  a  percentage  point  above  their  levels  be- 
fore the  Fed  started  its  tightening  moves  and  more  than  IV2  percentage  points 
above  their  lows  last  fall.  So  I  think  the  impact  of  the  Fed's  actions  so  far  could 
be  significant,  and  consideration  of  any  further  actions  should  take  that  into  ac- 
count. 


PREPARED  TESTIMONY  OF  JOHN  S.  SATAGAJ 
President,  Small  Business  Legislative  Council 

On  behalf  of  the  Small  Business  Legislative  Council  (SBLC),  I  appreciate  the  op- 
portunity to  state  our  views  on  the  current  monetary  policy  of  the  Board  of  Gov- 
ernors of  the  Federal  Reserve  System. 

The  Small  Business  Legislative  Council  is  a  permanent,  independent  coalition  of 
nearly  one  hundred  trade  and  professional  associations  that  share  a  common  com- 
mitment to  the  future  of  small  business.  Our  members  represent  the  interests  of 
small  businesses  in  such  diverse  economic  sectors  as  manufacturing,  retailing,  dis- 
tribution, professional  and  technical  services,  construction,  transportation,  and  am- 
culture.  Our  policies  are  developed  through  a  consensus  among  our  membership.  In- 
dividual associations  may  express  their  own  views.  For  your  information,  a  list  of 
our  membership  is  attached. 

As  testimony  goes,  this  is  a  rather  brief  statement,  but  I  think  this  is  an  issue 
over  which  the  lines  can  be  clearly  drawn  and  the  reasoning  for  a  particular  point 
of  view  can  be  directly  stated. 

Our  position,  directly  stated,  is  that  we  do  not  agree  with  the  actions  of  the  Fed- 
eral Open  Market  Committee  of  the  Board  of  Governors  of  the  Federal  Reserve  to 
increase  interest  rates.  While  we  share  the  concerns  of  the  "Fed"  regarding  the  im- 
pact of  inflation  and  inflationary  expectations,  we  believe  their  actions  to  preenipt 
or  control  inflationary  pressures  are  premature.  We  believe  we  run  the  risk  of  nip- 
ping the  current  economic  recovery  in  the  bud. 

We  know  economists  would  tell  us  that  technically  we  have  been  out  of  the  reces- 
sion for  quite  some  time.  The  fact  of  the  matter,  however,  is  the  small  business  sec- 
tor is  only  now  beginning  to  respond  to  the  reality  and  perception  of  economic  recov- 
ery with  renewed  plans  for  expansion  and  growth.  "Fragile"  is  how  we  would  de- 
scribe the  state  of  tne  small  business  economic  recovery. 

In  a  recent  SBLC  survey,  eighty-one  percent  of  small  business  respondents  indi- 
cated they  disagreed  with  the  apparent  policy  of  the  Federal  Reserve. 

Certainly,  the  actions  the  Fed  has  taken  to  date  have  already  translated  into  in- 
creased costs  as  the  rates  on  lines  of  credit,  financing  plans,  and  other  variable  rate 
business  loans  have  been  pushed  up.  In  one  case,  oetween  the  time  a  RV-trailer 
sales  and  service  business  had  faxed  back  its  response  to  the  survey,  and  before  the 
results  ware  tabulated  the  next  morning,  the  owner  had  received  a  notice  from  the 
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bank  that  the  rate  for  the  business'  floor  plan  loans  had  jumped  from  7.75  percent 
to  8.25  percent.  This  came  on  the  heels  of  an  earlier  increase  3  weeks  ago.  Seventy- 
one  percent  of  the  respondents  reported  that  their  interest  rate  had  been  increased 
in  the  last  30  days. 

Perhaps  more  significant,  however,  is  the  impact  on  perceptions,  attitude,  and 
planning.  About  40  percent  of  the  respondents  nave  already  "rethought"  some  of 
their  plans  for  the  future  and  in  particular  are  "rethinking"  hiring  and  capital  ac- 
quisition plans. 

During  the  last  recession,  we  commented  frequently  on  the  role  of  perceptions  in 
that  particular  recession  and  the  need  to  address  business  and  consumer  confidence 
to  break  the  vicious  self-perpetuating  nature  of  recessionary  bad  news.  We  felt  such 

f)erceptions  contributed  significantly  to  the  depth  of  this  last  recession.  Likewise,  we 
eel  tnat  current  economic  recovery  is  dependent  on  positive  perceptions  of  the  state 
of  the  economy. 

We  do  take  some  comfort  in  the  fact  the  majority  of  the  respondents  to  our  survey 
apparently  feel  no  permanent  damage  was  done  by  the  actions  taken  to  date.  When 
asKed  whether  they  felt  the  Fed's  actions  so  far  have  altered  the  plans  of  their  cus- 
tomers, the  majority  of  the  respondents  said  "No."  If  you  plan  to  grow  and  expand, 
you  have  to  have  confidence  the  customers  will  buy. 

But  the  real  telling  comments  were  revealed  by  the  same  question.  Many  of  the 
respondents  answered  "No"  to  the  question  about  whether  they  felt  the  Fed  s  action 
so  far  have  altered  the  plans  of  their  customers,  but  penciled  in  the  words  "Not 
Yet." 

It  was  quite  apparent  the  small  business  owners  who  responded  were  quite  ada- 
mant that  any  further  actions  would  put  the  economic  recovery  at  risk  in  the  ab- 
sence of  any  specific  evidence  of  inflationary  pressures.  We  urge  the  Federal  Reserve 
Board  of  Governors  to  move  cautiously  before  taking  any  further  actions. 

Thank  you  for  this  opportunity  to  present  our  views  of  this  important  subject. 


PREPARED  STATEMENT  OF  THOMAS  N.  THOMPSON 
President,  National  Association  of  Home  Builders 

May  4,  1994 

My  name  is  Thomas  N.  Thompson.  I  appear  before  you  today  as  both  President 
of  the  National  Association  of  Home  Builders  and  as  a  small  builder  from 
Owensboro,  Kentucky.  I  am  president  of  Thompson  Homes,  Inc.,  a  business  founded 
by  my  father  in  1948.  My  company  builds  approximately  fifty  single  family  homes 
each  year.  I  am  also  involved  in  multifamily  housing,  seniors  housing,  land  develop- 
ment, property  management,  and  general  contracting.  On  behalf  of  our  membership, 
I  thank  you  for  your  intense  interest  in  this  issue  wnich  not  only  impacts  the  hous- 
ing industry  and  housing  consumers,  but  our  general  economic  well-being. 

Home  sales  normally  are  stimulated  to  some  degree  when  mortgage  interest  rates 
begin  to  rise  after  an  extended  downswing,  as  "fence  sitters"  are  encouraged  to  enter 
the  market  before  rates  move  even  higher.  However,  this  positive  interest-rate  effect 
usually  runs  its  course  within  a  few  months,  and  a  sustained  interest  rate  increase 
soon  becomes  a  powerful  depressant  on  the  housing  sector.  Indeed,  a  rate  hike  not 
only  discourages  homebuying  but  also  causes  prior  home  sales  to  fall  through  when 
buyers  without  interest  rate  protection  discover  that  they  no  longer  can  qualify  for 
their  homes  at  time  of  settlement. 

A  survey  of  builders  conducted  by  NAHB  in  early  April  clearly  shows  net  negative 
impacts  of  the  upswing  in  interest  rates  since  early  in  the  year.  Although  some 
builders  reported  positive  effects  from  the  rise  in  rates,  the  overall  net  impacts 
clearly  were  negative  for  buyer  traffic,  home  sales,  housing  starts,  and  settlements 
(Attachment  1).  The  negative  effect  is  sure  to  strengthen  in  the  future  even  if  rates 
do  not  move  higher,  and  further  rate  increases  would  take  a  heavy  toll. 

My  own  experience  parallels  those  referenced  in  our  builder  survey.  In  January, 
I  had  many  homes  presold  in  two  subdivisions,  one  subdivision  consisting  largely 
of  FHA  and  VA  homes,  and  the  other  consisting  of  conventionally  financed  homes. 
These  homebuyers  had  contracts  on  these  homes  in  late  December  1993  and  early 
January  1994.  Because  of  the  severe  weather  conditions  in  Owensboro,  Kentucky, 
the  home  construction  could  not  advance  as  expected  and  homes  were  not  com- 
pleted. As  we  know,  in  February  and  March,  the  Fed  began  increasing  the  short- 
term  rates  and  the  mortgage  rates  followed  upward.  My  prospective  buyers,  who 
had  90-day  forward  contracts,  found  it  increasingly  diflicult  to  obtain  suitable  fi- 
nancing to  purchase  the  home.  The  FHA  and  VA  homebuyers,  who  were  at  the  mar- 


28 

gin,  were  simply  priced  out  of  the  market.  Other  homebuyers  were  faced  with  the 
prospect  of  finding  alternative  financing  arrangements  or  scaling  down  on  the  size 
and  amenities  of  the  home  for  which  they  had  initially  contracted.  With  respect  to 
the  VA  and  FHA  homes,  at  least  three  prospective  homebuyers  could  not  go  to  set- 
tlement. 

Single-family  housing  is  the  most  interest-sensitive  component  of  the  U.S.  econ- 
omy for  some  very  good  reasons.  Home  purchases  ordinarily  are  financed  with  long- 
term  home  mortgages  that  range  from  70  to  97  percent  of  the  purchase  price,  and 
Government  mortgage  guarantee  and  insurance  programs  (FHA,  VA,  and  FmHA), 
as  well  as  private  mortgage  insurance,  help  households  borrow  large  proportions  of 
the  funds  needed  for  home  purchase.  Since  home  purchases  are  long-term,  highly 
leveraged  investments,  a  change  in  mortgage  interest  rate  translates  into  a  large 
change  in  the  monthly  payments  that  homebuyers  will  have  to  meet.  An  increase 
from  7  percent  to  8V2  percent — the  increase  we've  seen  since  early  February — in- 
creases the  monthly  payment  on  a  $100,000,  30-year  home  mortgage  by  $103  (from 
$666  to  $769). 

An  increase  in  interest  rates  prevents  some  homebuyers  from  purchasing  the 
quantity  of  housing  they  otherwise  would  have  purchased.  For  many  other  people, 
higher  interest  rates  actually  shut  the  door  to  home  ownership.  Higher  rates  mean 
that  more  income  is  necessary  to  meet  qualifying  standards  set  by  mortgage  lenders. 
The  primary  guidelines  today  are  that  a  homebuyer  cannot  spend  more  than  28  per- 
cent of  their  income  for  monthly  payments  on  principal,  interest,  property  taxes,  and 
hazard  insurance.  The  average  property  tax  and  hazard  insurance  bill  accounts  for 
only  3  percentage  points  of  that  ratio,  so  the  mortgage  amortization  payments  usu- 
ally cannot  exceed  25  percent  of  monthly  income. 

NAHB  estimates  that  a  one-percentage-point  increase  in  mortgage  rates  renders 
4  million  potential  homebuyers  ineligible  to  buy  median-priced  homes  under  today's 
standard  mortgage  underwriting  criteria.  We  also  estimate  that  roughly  180,000  of 
these  renter  households  will  not  become  owners  of  new  or  existing  homes,  and  about 
50,000  sales  of  new  homes  will  be  lost  at  the  margin.  The  mortgage  rate  increase 
will  also  cause  some  households,  that  still  can  qualify,  to  postpone  home  purchases 
to  some  time  in  the  future. 

The  positive  impact  of  falling  interest  rates  on  homebuying  activity  had  been  sub- 
stantial in  the  current  housing  upswing  until  mortgage  rates  started  to  rise,  and 
the  rate  increase  definitely  will  limit  further  rent-to-own  shifts.  The  proportion  of 
households  who  own  their  own  homes  fell  from  1980  to  1985  and  remained  stalled 
around  64  percent  for  7  years.  The  1993  annual  home  ownership  rate  of  64.5  per- 
cent is  the  first  real  increase  in  13  years,  and  the  1.5  percentage  point  decline  in 
mortgage  interest  rates  during  1992  and  1993  contributed  heavily  to  this  improve- 
ment. There  is  still  plenty  of  room  for  significant  gains  in  the  home  ownership  rate 
and  in  the  ability  of  young  renter  households  to  alTord  their  own  homes  if  mortgage 
interest  rates  can  be  lowered  from  their  current  elevated  level. 

The  stalled  home  ownership  rate  was  the  result  of  deferral  of  home  purchases  by 
many  young  people  in  the  large  baby  boom  population  cohort.  Between  1989  and 
1992,  the  ownership  rate  for  households  with  heads  under  35  years  old  fell  9  per- 
centage points  and  rates  for  40-to-44  year  olds  fell  5  percentage  points.  If  house- 
holds with  heads  under  45  were  simply  to  regain  their  lost  ground — i.e.,  if  the  1980 
rates  of  home  ownership,  adjusted  for  changes  in  family  types,  were  achieved — then 
there  would  be  about  two  million  more  homeowners  in  the  U.S.  today. 

Short-  and  Long-Term  Economic  Effects 

The  production  of  housing  generates  a  lot  of  jobs  and  wages  as  well  as  a  lot  of 
tax  receipts  for  Federal,  state  and  local  governments.  NAHB  estimates  that  the  pro- 
duction of  an  average  new  single  family  home  requires  2.1  labor  years  of  employ- 
ment and  generates  $44,200  in  wages.  Production  of  the  home  also  generates 
$16,300  in  Federal  tax  revenues  and  $6,500  in  tax  receipts  for  state  and  local  gov- 
ernments (Attachment  2).  Furthermore,  the  home  becomes  part  of  the  property  tax 
base  for  many  years. 

More  and  better  housing  also  provide  economic  returns  over  a  long  period  of  time. 
The  stock  of  owner-occupied  housing  produces  housing  services  that  are  consumed, 
year  after  year,  by  our  Nation's  homeowners,  and  this  so-called  "space  rent"  aver- 
ages about  7  percent  of  Gross  Domestic  Product.  Thus,  higher  interest  rates  gen- 
erated by  an  overly  restrictive  monetary  policy  will  not  only  immediately  reduce  the 
highly  interest-sensitive  residential  fixed  investment  component  of  GDP,  but  also 
will  prevent  the  creation  of  productive  capital  that  would  contribute  to  the  Nation's 
economic  output  and  well-being  far  into  the  future. 
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Attacr.-.ent  2 


Economic  Impact  of  New  Housing  Construction 
1,000  single-family  Units  1,000  Multifamily  Units 


Construction 

On-site 

Off-site 
Manufacturing 
Trade,  Trans. , & 

Services 
Mining  &  Other 
Land  Development 

All  Industries : 


fears 

Wag« 

»s 

Labor  Years 

Wages 

(Mill, 

•  $) 

(Mill.  S) 

1, 

,194 

523, 

.354 

453 

58.861 

1 

,015 

19, 

.353 

398 

7.784 

179 

3, 

.501 

55 

1.075 

335 

10, 

.347 

152 

4.695 

261 

5, 

.560 

84 

1.789 

207 
100 

2T097 


3.334 
1.956 


544.551 


61 

50 


300 


0.982 
0.973 


$17,303 


Tax  Revenue 


1,000  Single-Family  Units 

(Mill.  S) 

Federal  Taxes 

Personal  Income  Tax  5.978 

Corporate  Income  Tax  7.3  49 

Social  Security  Tax  9.256 

Total  Federal  22.532 

State  &  Local  Taxes 

General  Sales  Tax  2.736 

Personal  Income  Tax  1.4  59 

Corporate  Income  Tax  1.345 

Real  Estate  Tax  1.37  3 

Property  Tax  1.441 

Transfer  Tax  0.432 
Building  Permits, 

Approval,  &  Impact  Fees   2.653 


1,000  Multifamily  Units 
(Mill.  S) 


2.317 
3.515 
3  .  564 


Total  State  &  Local 


Total  Tax  Revenue 


10.613 


33.200 


9.396 


2.101 
0.566 
0.883 
1.037 
0.827 
0.210 

1.304 


6.391 


15.737 


Source:  Nunber  of  woricers:  NAHB  estimaes  from  Bureau  of  Labor  Statistics  sur-/ey£ 
of  labor  inputs  in  reside.ntial  construction.  Wages:  MAH3  estimates  from  Bureau 
of  Economic  Analysis  data.  Taxes:  Table  II-4,  U.S.  Department  of  the  Treasury, 
Internal  Revenue  Service,  Statistics  of  Income  bulletin.  Fall  1993;  and  U.S. 
Advisory  Commission  on  Intergovernmental  Relations,  Significant  Features  of  Fiscal 
Federalism,  1993,  Volume  II;  Nationaal  Apartment  Association;  and  .'(AH3  estimates. 
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PREPARED  STATEMENT  OF  KE^^^  W.  COLTON 
Executive  Vice  PREsiDE>rr,  National  Association  of  Home  Builders 

May  4,  1994 

Good  morning  Mr.  Chairman.  My  name  is  Kent  W.  Colton  and  I  am  pleased  to 
represent  the  170,000  member  firms  of  the  National  Association  of  Home  Builders 
before  the  Senate  Subcommittee  on  Housing  and  Urban  Affairs.  I  am  here  to  testify 
on  the  recent  changes  in  monetary  policy  by  the  Federal  Reserve  and  future  direc- 
tions for  Fed  policy.  NAHB  represents  the  most  interest-sensitive  sector  of  the  U.S. 
economy,  and  we  are  acutely  aware  of  the  importance  of  monetary  policy  for  housing 
and  the  economy. 

I  currently  serve  as  executive  vice  president  of  NAHB  and  have  held  this  position 
for  10  years.  Prior  to  joining  the  homebuilders,  I  served  as  executive  vice  president 
of  policy,  planning,  and  economic  research  at  the  Federal  Home  Loan  Mortgage  Cor- 

K oration.  Prior  to  coming  to  Washington,  DC.  I  served  as  a  faculty  member  of  the 
lassachusetts  Institute  of  Technology  (MIT),  and  at  the  Joint  Center  for  Urban 
Studies  of  MIT  and  Harvard  University.  I  hold  a  Ph.D.  in  Urban  Studies  from  MIT. 
We  are  deeply  concerned  about  the  Federal  Reserve's  tightening  of  monetary  pol- 
icy since  early  February.  Furthermore,  the  Fed  seems  poised  to  tighten  policy  fur- 
ther, despite  the  damage  already  done  to  long-term  interest  rates,  including  interest 
rates  on  home  mortgages.  Federal  Reserve  actions  have  already  dimmed  the  pros- 
pects for  housing  and  the  economy  in  1994  and  1995,  and  further  tightening  could 
needlessly  jeopardized  the  rather  fragile  expansions  that  have  evolved  over  the  past 
3  years. 

NAHB  can  understand  the  Fed's  expression  of  concern  about  development  of  infla- 
tionary expectations  as  the  economic  expansion  enters  its  fourth  year,  and  we  agree 
that  the  economy  now  seems  more  capable  of  absorbing  a  small  increase  in  short- 
term  interest  rates  than  during  earlier  stages  of  the  expansion.  Indeed,  in  our  fore- 
casting for  1994,  we  had  been  assuming  a  small  increase  in  the  Federal  funds  rate 
during  the  first  quarter  and  a  cumulative  increase  of  75  basis  points  over  the  entire 
year.  We  also  had  been  assuming  that  long-term  rates  would  edge  down  further  in 
1994  in  the  context  of  a  moderate-growth,  low-inflation  economy  where  the  Federal 
reserve  was  reassuring  the  financial  markets  that  the  hard-fought  gains  against  in- 
flation would  be  preserved  over  the  longer  term.  We  estimated  that  such  a  financial 
environment  would  support  maintenance  of  housing  starts  near  the  strong  pace  of 
late  1993,  generating  an  11  percent  year-over-year  increase  in  starts  for  1994  (to 
1.432  million  units). 

The  Federal  Reserve  obviously  has  tightened  policy  faster  than  we  had  expected, 
raising  the  Federal  funds  rate  by  75  basis  points  by  April  18.  The  bond  market  reac- 
tion has  been  even  more  troublesome  for  the  housing  sector,  as  long-term  interest 
rates  have  risen  by  even  more  than  short-term  rates.  Indeed,  the  rate  on  long-term 
home  mortgages  has  backed  up  more  than  IVz  percentage  points  since  the  Fed 
started  to  tighten  on  February  4. 

The  change  in  the  interest  rate  environment  has  forced  NAHB  to  reduce  its  hous- 
ing forecasts  for  1994  and  1995  (Attachment  1).  We've  already  trimmed  38,000  units 
from  our  forecast  of  housing  starts  for  this  year,  and  our  1995  forecast  has  been 
dropped  by  58,000  units.  These  adjustments  assume  that  the  Fed  will  make  only 
small  further  adjustments  to  short-term  rates  and  that  mortgage  rates  will  recede 
a  bit  later  this  year.  If  these  assumptions  are  violated  by  aggressive  tightening  of 
monetary  policy  that  hauls  both  short-  and  long-term  rates  upward,  then  the  hous- 
ing sector  will  go  into  a  tailspin  and  the  economic  recovery  will  be  aborted. 

Fed  Words  and  Actions 

The  majority  of  Government  and  private  forecasters  had  expected  some  increases 
in  the  Fed's  Federal  funds  rate  target  beginning  in  early  1994,  following  5  full  years 
of  Fed  easing  or  monetary  "accommodation."  History  suggests  that  maintenance  of 
a  "real"  funds  rate  of  essentially  zero  cannot  be  prolonged  forever,  and  the  Fed  was 
widely  expected  to  allow  short-term  rates  to  rise  gradually  as  the  economic  recovery 
moved  onward  in  1994  and  1995. 

The  adverse  bond  market  reaction  to  the  25  basis  point  increase  in  the  Fed's  Fed- 
eral funds  rate  target  on  February  4  suggested  that  the  financial  markets  were  led 
to  anticipate  more  aggressive  tightening  of  monetary  policy  than  NAHB  and  many 
other  private  forecasters  had  been  expecting  for  1994;  indeed.  Fed  actions  since  Feb- 
ruary 4  tend  to  bear  out  this  conclusion.  It  also  appears  that  the  Fed  has  contrib- 
uted to  market  concerns,  and  has  needlessly  provoked  confusion  in  the  markets,  by 
the  way  that  the  policy  adjustments  have  been  communicated  and  rationalized  in 
public  testimony.  For  example.  Chairman  Greenspan's  semi-annual  Monetary  Policy 
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Report  to  Congress,  delivered  in  late  February,  did  not  calm  financial  markets  and 
apparently  exacerbated  market  uncertainty  and  confusion  about  ultimate  Fed  inten- 
tions. The  Chairman's  contention  that  the  bond  market  deterioration  in  the  wake 
of  the  Fed's  February  4  policy  adjustment  was  a  natural  and  predictable  market  re- 
action was  inconsistent  with  statements  made  in  late  January  before  the  Joint  Eco- 
nomic Committee.  At  that  time,  the  Chairman  argued  that  Fed  actions  that  are  de- 
signed to  maintain  progress  made  against  inflation  can  contribute  toward  lower 
nominal  long-term  interest  rates  as  inflation  expectations  are  progressively  reduced. 
Reiteration  of  that  message  in  the  Monetary  Policy  Report  could  have  calmed  the 
investment  community  and  encouraged  an  improvement  in  the  bond  market.  How- 
ever, the  statement  that  short-  ana  long-term  rates  "tend  to  be  highly  correlated 
through  time"  may  have  dashed  hopes  for  long  rate  reductions  in  1994. 

We  also  feel  that  the  Federal  Reserve's  assiduous  search  for  inflationary  pressures 
and  inflationary  expectations,  and  the  Fed's  insistence  that  problems  are  developing 
despite  a  glaring  lack  of  evidence,  are  actually  feeding  inflationary  expectations  and 
also  convincing  the  markets  that  the  Fed  has  decided  to  continue  tigntening  mone- 
tary policy  regardless  of  information  available  to  Congress,  the  Administration,  and 
the  general  public.  It  is  also  possible  that  Fed  attention  to  elusive  concepts  such  as 
policy  neutrality  and  price-indexed  bonds,  along  with  a  growing  interest  in  gold 
prices,  may  have  reduced  market  confidence  in  the  Federal  Reserve  and  contributed 
to  uncertainties  about  Fed  intentions,  particularly  when  the  monetary  and  credit  ag- 
gregates have  been  downgraded  as  indicators  of  Fed  actions  or  intentions. 

Uncertainty  and  confusion  in  the  markets  about  central  bank  intentions,  proce- 
dures, and  convictions  inevitably  place  upward  pressure  on  long-term  interest  rates, 
and  higher  rates  inevitable  sap  tne  strength  of  the  housing  sector  and  the  overall 
economy.  We  have  strongly  urged  the  Federal  Reserve  to  reassure  the  markets  that 
large  increases  in  short-term  rates  are  not  in  prospect  for  1994.  We  also  have  urged 
the  Federal  Reserve  to  stress  that  preservation  of  inflation  rates  around  3  percent 
(the  central  tendency  of  the  recent  projections  of  FOMC  members  and  FRB  Presi- 
dents for  1994)  can  lead  to  lower  long-term  rates  despite  a  modest  increase  in  short- 
term  rates.  Unfortunately,  the  Fed  has  not  delivered  these  messages  to  the  market. 
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RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  BOND  FROM 

KENTT  COLTON 


Q.l.  Mr.  Colton,  is  it  possible  that  the  market  is  making  a  judgement  that  the  75  basis  point 
increase  in  the  Fed  funds  rate  is  not  enough  to  avoid  inflation  in  light  of  fiscal  and  trade 
exchange  policy,  as  well  as  economic  growth  and  productive  capacity? 


A.l.  It's  entirely  possible  that  the  financial  markets  are  making  that  judgement,  based  upon 
market  reactions  to  each  of  the  three  quaner-point  adjustments  to  the  Federal  Reserve's 
federal  funds  rate  target.  The  markets  apparently  believe  that  the  Fed  held  short-term 
interest  rates  at  an  unsustainably  low  level  dunng  1993  and  into  1994,  and  that  the 
unexpected  surge  in  economic  growth  that  began  late  last  year  requires  the  Fed  to 
respond  even  more  aggressively  than  the  central  bank  has  moved  so  far.  Chairman 
Greenspan  says  the  Fed  is  trying  to  move  monetary  policy  from  a  "stimulative'  to  a 
"neutral"  sta.nce,  and  there's  a  lot  of  disagreement  in  policy  circles  and  the  financial 
community  about  the  location  of  a  "neutral"  federal  funds  rate  in  an  economy  that 
appears  to  be  approaching  capacity  constraints  that .  historically  have  presaged  an 
increase  in  inflationary  pressures. 
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